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Editorial Comment 


When losses are experienced by a company 
Court Case through thefts by one or more of its em- 
Respecting _Ployees, an attempt by the company to place 
Accountants the responsibility for such thefts at the door 

of the auditor is not unusual. In fact there 
have been a number of instances recently in which the 
auditor has found himself the defendant in a court action to 
this end. 

This month we publish a summary of a judgment of the 
high court of the Irish Free State respecting the alleged neg- 
ligence of the defendants who were accountants. It appears 
that the defendants were employed to perform a specific 
duty and that only, and it was so held. While the decision 
may not appear of very great significance to auditors here, 
it nevertheless has an educative value for the profession 
as a whole in that it emphasizes the importance of a clear 
understanding between a client and the accountant as to the 
nature and the extent of the service which is to be per- 
formed. 

Under the provisions of our various Companies Acts the 
auditor reports to the shareholders, and his duties in that 
respect are fairly well defined by statute and by case law. 
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For numerous other services which the chartered account- 
ant performs, however, there is no such definition of duties, 
and what is to be expected of him must depend upon the 
nature of his engagement. Unless there is some clear un- 
derstanding on both sides as to what is implied in any par- 
ticular accounting service, there is the possibility of a client 
being unwittingly led into overestimating the scope and 
effectiveness of some limited service for which he is paying. 
Is it not important, then, that in every accounting engage- 
ment there be a clear understanding, in writing, of the 
nature and scope of the work to be done? Had some such 
understanding existed in all instances many of the court 
actions against auditors and accountants would never have 
been brought, and the unfortunate situations as demon- 
strated by the case reported this month would probably 
never have arisen. 


Reviewing the record of his government at 
Progress an @ Canadian Club luncheon the other day and 
Indication referring to the decision of the administration 
of Life not to relax its energies in the attack upon 

unemployment, a prominent cabinet minister 
made an observation which though not new is neverthe- 
less significant. When a party having the responsibility 
of government, he said, takes a complacent attitude and 
becomes satisfied with its accomplishments, at that moment 
it begins to die and will soon find itself supplanted by a 
more vigorous one. In other words, an administration with 
an enlightened and energetic policy goes on from strength 
to strength. 

The application of the truth of that statement is, of 
course, not confined to the realm of public administration. 
History can furnish plenty of illustrations of the established 
law of life that impotence and decay become the just re- 
compense for inaction and for the stifling of an urge towards 
progress. The results which follow inactivity apply alike 
to organizations and to individuals, for organizations in 
essence are individuals in groups and are subject to the 
whims and the motives which influence the actions of ordin- 
ary men. By analogy organizations will develop and extend 
their service and influence in so far as they are alert to 
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all the opportunities of exercising to the fullest degree the 
functions expected of a healthy body. 


What, the reader will ask, has all this to do 
Accounting With the accounting profession? That ac- 
Research countant is dull indeed who has not been im- 
In England pressed with the evidences of the spirit of 

inquiry at work in almost every field of hu- 
man activity and with the beneficial results of research 
studies in numerous departments of industry. Is the pro- 
fession in Canada, we ask, making the fullest contribution 
to the advancement of the science of accounting of which it 
is capable? The profession in Great Britain, most of us 
will agree, cannot be charged with a want of the progres- 
sive spirit. Yet creditable as has been the development 
of accountancy there, the members of the profession in 
England have felt that some kind of organization would 
serve a useful purpose if it could focus interest in the 
theoretical and historical sides of accountancy. It is inter- 
esting to learn, then, that in London a few weeks ago the 
Accounting Research Association was formed, that the 
chairman of the inaugural meeting was Mr. George R. Free- 
man, the distinguished member of the Institute of Chartered 
Accountants in England who represented his Institute at 
the annual meeting of the profession in Canada held in 
Toronto last August, and that the speaker was Sir Josiah 
Stamp, the noted economist. Membership in the Associa- 
tion is open to all. The general objects as approved at the 
organization meeting are to promote research into the 
history and development of accounting, to discover in par- 
ticular how economic, social and legal changes have affected 
the development of methods of accounting, and to examine 
the present position of accounting theory and practice. Some 
of the various lines of research studies which have been 
suggested include the origin and development of forms of 
accounts, the influence of the corporation and the partner- 
ship on accounting and the changes associated with the 
industrial revolution, the problems arising out of the defini- 
tion of income, the changes necessitated by the growth of 
fixed costs, the genesis and development of cost accounting, 
industrial accounting including budgetary control, and an 
examination of the present form of legislation affecting 
accounting practice in England and other countries. 
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For the present the activities of the Research Associa- 
tion will consist in holding regular meetings at which papers 
representing the results of research will be discussed, and 
in encouraging the conduct and publication of research 
work. It is anticipated that through the establishment of 
a research fund there will be specific programmes of re- 
search and that there will be close co-operation between the 
universities and the profession. 


To what extent can the profession in Canada 
Room for support this laudable effort? Our members will 
Research of course follow with interest the progress of 
In Canada _ research in Great Britain and will extend their 

good wishes for the attainment of the worthy 
objects which the Association has in mind. But is that 
enough? The Association has expressed the hope of col- 
laborating with research workers elsewhere. Because of 
their close contact and co-operation with the universities 
in several provinces, our Institutes have an unusual oppor- 
tunity for suggesting to the faculties of commerce in the 
universities some lines of investigation. The topics for re- 
search in the programme of the Association in England 
indicate many studies which may also be pursued in Canada. 
Will the move made by the profession in the Old Land help 
to stress the urgency of carrying on similar studies in this 
country, and will the profession here accept the implied 
invitation of the Research Association to lend a helping 
hand? It needs no words of ours to emphasize the benefits 
which would ensue to the profession and to industry alike 
if a similar programme were adopted wholeheartedly by the 
universities and the profession in Canada. 


Mr. Ferrie’s paper on inventory values pub- 
Inventory _ lished this month once more raises the question 
Valuation of the price at which stock in trade is to be 
valued at the close of the fiscal period. 

If shareholders could wait indefinitely for dividends and 
if corporations were experiencing the ideal conditions 
depicted by Sir Thomas More in his Utopia, where annual 
taxes on income were presumably unknown, the problems 
of valuing stock in trade and of the correct determination 
of annual profits would not arise. But such conditions do 
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not exist; the shareholder expects his annual dividend and 
the voice of the tax gatherer is distinctly audible each year. 
The problem is not the determination of the profit over a 
long period but is rather the correct apportionment of that 
profit to comparatively short periods. 

During the past year or so industry has been experi- 
encing a rising commodity market, and at balance sheet 
date the accepted practice is to value inventories at cost 
or market whichever is the lower. In such a period of rising 
values a company in the ordinary course of trading must 
replenish the stock on its shelves at progressively higher 
prices. There is good reason to contend, then, that that 
portion of its profits arising from the increase in inventory 
prices is an unrealized profit and is subject to realization. 
Towards the end of the business cycle there is a reversal 
of the economic trend and the company enters the period of 
a falling commodity market. Are not the losses experienced 
during the downturn of prices simply a reversing of the 
profits shown in the period of rising prices? This is the 
question which appears to have only a positive answer. Here 
is a situation that is being studied more seriously now than 
heretofore by men and corporations which have passed 
through one or more business cycles. 

The principle underlying Mr. Ferrie’s suggestions of in- 
ventory valuation is similar to the normal stock method of 
valuing inventories which as far as is known originated in 
the metal trades in Great Britain. Due to the excess profits 
tax during the war years the question of valuation of the 
inventory in these trades became an important one to the 
owners. Realizing that at the close of the hostilities heavy 
losses would be experienced in the decline of inventory 
values, the owners applied to the Minister of Munitions, 
under whose supervision the industries were operating at 
the time, for consideration of the problem. 


The British government aware of the reason- 
Normal Stock ableness of the request appointed a commit- 
In Metal tee of five eminent chartered accountants to 
Trades study the question. In making its report 

the Committee stated that while it considered 
that there was only one sound general principle of valuing 
stocks, namely, that all stocks of every sort or kind should 
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be valued at the end of every accounting period on the basis 
of cost price or market value whichever is the lower, it was 
of the opinion that some qualification of that principle was 
necessary in some industries. “In certain base-metal manu- 
facturing trades such as copper, pig iron, lead, spelter, etc.,” 
the report stated, “it has been the custom for a long period 
in the past to adopt what is known as a ‘base value’ for part 
of these materials, on the theory that it is necessary for 
the undertakings using them to keep a reserve stock to 
protect themselves against results of strikes and adverse 
fluctuations in market value, etc., and for this purpose they 
have adopted a value which represents what may be called 
a minimum cost for a series of years for a minimum quan- 
tity; in theory, keeping this minimum quantity untouched, 
and unused, although in practice no actual reserve stock 
may be kept which could be identified at any time; any 
excess over this amount is valued at cost or market value, 
whichever is the lower.” 

A remarkably clear illustration of the application of this 
method, known as the “normal inventory” method was given 
in a recent report of a large smelting company in the United 
States. The stock of each metal which the company must 
have in process under normally prosperous conditions was 
likened to a reservoir. From the outgoing end of the res- 
ervoir there would be sold each day, or each period, an 
amount equal to that taken in at the incoming end. The 
metal content of the reservoir, then, which remained more 
or less stationary, was considered in the nature of a fixed 
asset; and in order to prevent the trend of current business 
from being clouded by immaterial ups and downs in the 
value of normal stock from year to year, there was set up 
out of surplus a metal stock reserve sufficient to protect 
the normal stock against any abnormal fall in prices. 

While the principles of the normal stock method of valu- 
ing inventories would be difficult to apply in a business 
with a greatly fluctuating stock which at the end of the 
natural business year for that business would probably be 
reduced to a mere fraction of that carried at the peak of 
operations, the reader will understand how the principles 
suggested by the committee of British experts and by Mr. 
Ferrie in his paper might be readily applied to such busi- 
nesses or industries as woollen or cotton mills, a tannery 
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or oil refinery where the processing period is long and where 
a constant flow of raw materials must be maintained in 
process. 


In an endeavour to safeguard the interests 
Safeguarding of the public and to prevent the recurrence 
Trust Funds of such breaches of trust as have tended re- 

cently to affect adversely the high standing 
of the legal profession, the Benchers of the Law Society of 
Upper Canada have passed definite regulations respecting 
the keeping of accounts by members. These rules which 
are published in this month’s issue become effective on 1st 
February 1937 and provide for the separation of clients’ 
funds from those of the lawyer, the depositing of clients’ 
moneys in a trust account at a chartered bank or other in- 
stitution authorized by law to receive money on deposit, 
and the investigation, if necessary, of a lawyer’s books and 
accounts by a chartered accountant. 


The Law Society of Ontario, we understand, is the second 
in Canada to take such action, the other being the Bar 
Society of Alberta whose rules weiz published in our issue 
of November 1935. 


It is noted that since the rules were published, the Trades 
and Labour Congress have made the proposal to the 
Attorney-General of Ontario that lawyers handling trust 
funds of clients be bonded. The Attorney-General men- 
tioned some practical difficulties, the main one being that 
young lawyers starting out on their careers would in many 
instances be unable to furnish the bond. 

The regulations provide for an audit of a lawyer’s ac- 
counts at the instigation of the Law Society or following 
the complaint of a client. If by this, as the Attorney- 
General has hinted, a system of surprise audits is contem- 
plated similar to what has been adopted by the Toronto 
Stock Exchange in respect of brokers’ books, it should be 
a wholesome deterrent to any inclination to speculate with 
clients’ funds. We understand that this system is proving 
of advantage to those in control of the Stock Exchange 
since the broker member does not know at what moment 
his books will be examined at the direction of the Exchange. 
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Everybody appreciates the difficulties to be faced by 
the legal profession in that the losses experienced by law- 
yers’ clients have arisen not in the course of the practice 
of law but almost altogether because of some members who 
engage in the investment business. There is general com- 
mendation in the public press of this move by the Law 
Society of Upper Canada. After a period of trial, the So- 
ciety will be able to judge as to the effectiveness of the rules 
and will then be in a position to strengthen any provisions 
which experience has shown to be not a sufficient safeguard. 
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FIXED ASSET APPRAISALS AND ACCOUNTING* 


By John A. Wilson, Chartered Accountant, 
Toronto, Ontario 


- SELECTING this as a subject I have been guided not 
only by the fact that it is one which has always excited 
considerable interest in my own mind but by the realization 
that, although accounting problems arising from appraisals 
of fixed assets are constantly appearing in the everyday 
practice of the chartered accountant, there seems to be a 
strange scarcity of written discussion on the subject. In 
the following discussion I have confined myself to dealing 
with the accounting for appraisals in companies incorporated 
under Canadian law as this would doubtless be of the 
greatest interest to Canadian members of the profession. 

It would appear that appraisals of fixed assets are not 
being made as extensively now as they were in the years 
between 1920 and 1929 as price levels are still considerably 
below those of 1929, and while most companies are quite 
anxious to take notice of an increase in the intrinsic value 
of their fixed assets they are not so ready to admit or 
to advertise a decrease in value. There are exceptions to 
this however where, for instance, companies have found it 
necessary to reorganize as a result of the depression and 
where in order to start off with low overhead charges they 
have written their fixed assets down to present day values 
which in many instances are considerably below their or- 
iginal cost if built during the boom period. In any event 
there does not seem to be any immediate possibility of 
the disappearance of accounting problems arising from 
appraisals. 

A definition of an appraisal given by Mr. John R. Wild- 
man in an address delivered at the International Congress 
on Accounting, held in New York City in 1929, is as follows: 
“Appraisal ...... is a systematic study of the quantity, 
quality, cost and condition of the units comprising property 
and of their utility as a whole, from which is established a 
value in terms of current prices.” A study of this definition 
reveals that there are several elements in an appraisal made 





*In The 19386 Essay Competition—the results of which were an- 
nounced in last month’s issue—this essay was awarded First Prize by 
the judges. 
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in accordance with the foregoing definition, such as utility 
as a whole, condition of the units, etc., which might be 
valued differently by different appraisers, and others, such 
as current prices, which change with the times. The first 
considerations therefore when making a study of appraisal 
figures are the date at which the appraisal was made, by 
whom it was made, and the basis upon which it was made. 
It will be realized that at best there is considerable depend- 
ence placed on estimates in arriving at appraisal values. 
In ordinary business there are usually only two distinct 
types of appraisals found—that constituting an estimate of 
the quantities and values of wasting assets such as ore 
reserves, timber stumpage and oil reserves, and that con- 
sisting of a detailed analysis of buildings, equipment, etc., 
from which their replacement value at present day prices 
is calculated and from which value is deducted the estimated 
depreciation which has taken place to the date of the ap- 
praisal, to arrive at the present day depreciated value on 
the basis of current prices. 


Reasons for Appraisals 


Some of the reasons for having appraisals are as follows: 

(1) In the case of several companies considering amal- 
gamation or one company considering the purchase of one 
or more other concerns it is important that for comparative 
purposes, when attempting to arrive at the relative values 
of the different businesses, the accounts of all companies 
be prepared on the same basis. This involves not only bring- 
ing the balance sheet items into uniformity but also ad- 
justing depreciation charges in the operating accounts to 
agree with uniform valuations of fixed assets. In such an 
instance an appraisal by an independent valuer may be very 
valuable. 

(2) An appraisal is frequently used in ascertaining in- 
surable values. 

(3) Where there is reason to believe that the records 
relating to fixed assets are unreliable and inaccurate an 
appraisal is a practical starting point from which to set 
up new records. 

(4) In the issue of a prospectus of an established com- 
pany about to seek fresh capital it is frequently desirable 
to indicate the present day values of the fixed assets as 
certified by an appraisal company, more particularly where 
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the new capital is to be secured by means of a bond issue 
the security for which will be a mortgage on the company’s 
property. 

(5) An appraisal is of value as a verification of the ex- 
istence of the assets and a guide as to their condition. 

(6) An appraisal is frequently used as the basis for ad- 
justing fixed asset values to current values whether for 
the purpose of reorganization or otherwise. 

(7) An appraisal may be of use in calculating manufac- 
turing costs for comparison with present day selling prices. 

The first five reasons appear to be quite justifiable and 
most members of the profession are no doubt generally 
in accord with the use of appraisals for the purposes therein 
cited. Numbers 6 and 7 present problems which are ever 
the cause of controversy: first on the point of whether or 
not effect should be given in the books to the appraisal 
figures; and secondly, if they are brought into the books, 
what treatment should be accorded the balancing figure 
representing the difference between the appraisal figures 
and the original book value. 


Should Appraisal Figures be Entered? 


In dealing first with the question of bringing the ap- 
praisal figures into the books the following arguments are 
frequently advanced in its favour,— 

(a) The assets represented were acquired in a period 
when costs were low and it would cost a great deal more 
to purchase or construct them at the present time; in con- 
sequence, they are worth considerably more than their book 
values and such increased values should be set up in the 
books to show the true position. 

(b) The increased valuation indicates that the cost of 
replacement will be much higher, and provision for replace- 
ment at the higher values must be made before calculating 
profits. 

And conversely when values have changed in the other 
direction, the following arguments are advanced,— 

(c) The assets represented were acquired in a boom 
period when prices were high and a decline in prices has 
caused a corresponding decrease in the asset values which 
should be shown in the books. 
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(d) A decrease in values should be taken into account 
when determining cost, otherwise the company’s product 
cannot be sold at a price to compete with that of other 
manufacturers. 


Fluctuations in the Monetary Unit 


In considering these arguments, one point which is fre- 
quently overlooked by the person arguing in favour of 
setting up appraisal figures on the books is that changes 
in values are merely the result of fluctuations in the pur- 
chasing power of the monetary unit—in our case the dollar. 
Really the problem almost becomes similar to one in foreign 
exchange where a Canadian company owning foreign sub- 
sidiaries would carry the accounts of the subsidiaries in 
terms of foreign currency. Accounting theory directs that 
in such instances, upon conversion to Canadian currency, 
fixed assets and capital are to be converted at the rates 
in effect when they were purchased and issued respectively 
and current assets are to be converted at the current rate 
of exchange at the date of the balance sheet. Would not 
the same principle be properly applicable when stating 
values in terms of a domestic currency which is subject 
to fluctuation? One never hears it contended that the out- 
standing capital stock of a company should be shown at a 
larger amount because the purchasing power of the dollars 
represented thereby has decreased. Why any more should 
fixed asset values be altered? It may be countered that 
fixed assets represent tangible property with a definite value 
in terms of dollars while capital account is merely a memor- 
andum of a certain number of dollars paid into the treasury 
which in winding up will be paid back — provided there 
are sufficient assets. This argument, however, overlooks the 
fact that capital assets are not held for sale and that their 
value to the company is reflected in the amount their use 
is capable of earning for the shareholders. What, therefore, 
is to be gained by attempting to adjust the accounts of a 
company to show intrinsic values of fixed assets when earn- 
ing power is the vital problem? It also follows that an 
attempt to keep pace with fluctuations in monetary values 
in the valuation of fixed assets would be almost impossible— 
not to mention how confusing it would be to the investor— 
and in these days of worldwide distribution of capital issues 


100 








FIXED ASSET APPRAISALS AND ACCOUNTING 


it is extremely important that no unnecessary confusion 
be introduced into published accounts. 


The Mark and the Franc as Illustrations 


A very striking instance of the effect of fluctuations in 
monetary values on valuations of fixed assets is provided 
by reviewing conditions in Germany shortly after the con- 
clusion of the Great War. In a very interesting address 
delivered at the International Congress on Accounting, held 
in New York City in 1929, Dr. W. Voss, instructor at the 
College of Administration at Leipzig, pointed out that with 
the drastic fall in value of the German mark, book figures 
representing fixed assets at cost bore no relation to replace- 
ment values. The remedy used in most cases was to adjust 
book values of capital accounts, including fixed assets and 
capital stock, to terms of the new currency values, which 
he points out, was in effect retaining cost values adjusted 
to allow for the changes in the monetary values. A similar 
situation existed in France and the same remedy was used, 
but this should not be taken as an argument for adjusting 
fixed asset values for ordinary fluctuations in monetary 
values due to the ever present business cycle. The condi- 
tions in France and Germany were abnormal and practically 
amounted to the adoption of a new currency. Dr. Voss 
quite definitely commits himself to the practice of showing 
fixed assets at cost on the books and further points out that 
the German law stipulates that fixed assets must be shown 
at cost in balance sheets. 

It is interesting to note that at the same Congress, Sir 
Woodburn Kirby, F.C.A., of London, England, and Signor 
Pietro Bottini, Professor of Accounting at Milan, Italy, also 
definitely endorsed cost as a basis for fixed asset valuations 
for accounting purposes. When we remember that Italy 
was one of the first countries to use double entry book- 
keeping and England a close second, the opinions of these 
two men should carry considerable weight. 

The general adoption of cost values for accounting pur- 
poses would not preclude a new company formed to take 
over the assets of another concern from starting off with 
appraisal values of fixed assets if they were the values taken 
into consideration when the purchase was made, because in 
that case the appraisal values would be cost to the new 
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company and capital stock accounts would have been planned 
in accordance therewith. In the interest of uniform account- 
ing would it not be desirable to have legislation requiring 
that all published accounts show fixed assets at cost? If 
desired, appraisal values could appear as a memorandum in 
the accounts. 

Basis for Providing Depreciation 

Interwoven with the argument that present day values 
must be shown in the books for costing purposes is the 
question of whether or not depreciation should be provided 
on the basis of cost values or replacement values. This 
question was discussed at the International Congress on 
Accounting both in New York in 1929 and in London, Eng- 
land, in 1933, and from reading the several papers touching 
on the subject one is led to the following conclusions: 

(a) Depreciation should be charged on the basis of cost 
values. 

(b) Any provision for replacement at higher prices 
should be considered a special appropriation of undistributed 
surplus and not a charge against profits. 

(c) Manufacturing costs should be estimated taking into 
consideration present day fixed asset values and the effect 
they would have on the amount of depreciation included 
in costs, but no entries in this connection should be included 
in the books of account. 

Possibly the most forceful argument in favour of the 
foregoing conclusions is “Who can so accurately forecast 
the future as to be able to say definitely that the replace- 
ment cost will be more or less than original cost?” It can 
readily be seen how depreciation charges would vary from 
year to year as the prospects for the future changed if 
ultimate cost of replacement were the goal in providing 
reserves for depreciation. The principle of depreciation 
which has so often been expounded by accountants is that it 
is a charge representing the invisible wearing out of assets 
resulting in their ultimate replacement, and is usually in- 
terpreted as being for the purpose of keeping within the 
business sufficient funds to take the place of the original 
dollar value of the assets but not as being for the purpose 
of providing the means of replacing the assets at increased 
cost. 
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It is interesting to note here that the Dominion Income 
Tax Department accepts only depreciation charges based 
on cost value. It is true that in several court decisions 
regarding rates in public utility companies it has been up- 
held that present day values should be used for calculating 
depreciation. This would appear to bear out the point made 
later in this paper regarding depreciation for costing pur- 
poses rather than forming a basis for a general adoption 
of the method in accounting. 

Following out the line of thought introduced earlier in 
this paper that capital should change in amount as the 
fixed assets change, the proper procedure upon undertaking 
the replacement of fixed assets at higher cost would be to 
raise more capital either by issuing more shares or bonds, 
securing a mortgage on a property, or by capitalizing un- 
distributed income. In event of lower prices existing when 
replacement was being made a reduction in capital might 
be advisable if the amount of the difference was relatively 
large and could not be profitably employed in the business. 

As pointed out before, changes in price levels are gen- 
erally the result of variations in the purchasing power of 
the monetary unit in use, consequently selling prices call 
for consideration of present day replacement values of fixed 
assets in deciding whether or not costs are in line. This 
is necessary not because it is contended that depreciation 
should be provided on replacement values but because care 
must be taken to see that selling prices are adequate on 
the basis of present day values, so that the business may 
reap sufficient benefit from sales considering the purchas- 
ing power of the monetary unit. It might be suggested that 
for costing purposes depreciation be calculated by taking 
into consideration the rise and fall of an index representing 
current values as compared with the same index at the 
time of the acquisition of the fixed assets. 

With constantly changing prices it is evident that the 
amount of depreciation which could be borne by the selling 
price must vary considerably, and in order that in time of 
higher prices too much may not be paid out in dividends 
and thus jeopardize the company’s position in time of low 
prices it would seem advisable to appropriate amounts from 
surplus in times of high prices to provide for periods of low 
prices. A basis of such appropriations could be the differ- 
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ence between depreciation on cost figures and depreciation on 
present day replacement values, and the reserve so created 
would almost amount to a depreciation equalization reserve, 
although in effect it would have the same result as a reserve 
for equalization of dividends. In event of periods of high 
prices being of greater duration than periods of low prices 
the reserve so built up would be available for replacement 
of fixed assets and if used for such should become part of 
fixed capital. 


Entries When Appraisals Are Recorded 


We all know that appraisal values are frequently set 
up on the books of companies regardless of what account- 
ants may argue and therefore it is necessary to consider 
the treatment to be accorded to appraisal figures in the 
books. The first question that arises is, should gross re- 
placement values be set up on the books with a reserve 
for depreciation equal to the estimated depreciation to the 
date of the appraisal or should the net appraisal values 
be set up as one amount? One argument in favour of 
setting up the gross value is that one loses sight of only 
original cost values in the books whereas by setting up the 
net values both cost and replacement value disappear since 
the net value represents a depreciated replacement value. 
However, the net value is used by most accountants and its 
use is justified by the following reasons: 

(a) It is highly desirable to show the actual appraised 
values at a given date on the balance sheet which forms 
a definite starting point for values. 

(b) Since a new valuation is being accepted for the pur- 
pose of the accounts there is nothing to be gained by in- 
creasing the two sides of the account, that is the asset 
account and the reserve account. 

Having decided in favour of using the net depreciated 
replacement values in setting up the asset accounts we must 
now consider what to do with the amount representing the 
difference between the cost values previously standing in 
the books and the appraised values being set up. First 
we must consider what lies behind this change in value, 
that is, what has caused the increase or decrease. Usually 
the answer to this question is either (1) price levels have 
risen and with them the dollar value of the property, or (2) 
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the depreciation charges in the past have been too great 
or too small to take up the actual depreciation suffered, or 
(3) capital items have been charged to maintenance. 

Considering condition No. (1) we find accounting author- 
ities* pretty well unanimous in recommending that where 
there is an increase in the asset value the excess be credited 
to capital surplus. When there is a decrease the opposite 
would apply but it would be preferable to have a reduction 
of capital to take up the deficit rather than leave a capital 
deficit account in the books. This general treatment is 
based on the grounds that any such change in value is un- 
realized and being in connection with capital assets is 
definitely of a capital nature. Considerable weight has been 
added to this argument by the The Companies Act, 1934 
(Canada) which requires to be disclosed in the balance sheet 
the amount by which land, buildings and plant have been 
written up within a period of three years prior to the date 
of the balance sheet and whether or not surplus has been 
increased by such writing up of assets. Some exceptions 
to this rule are discussed later in connection with distribu- 
table surplus. 

In considering conditions Nos. 2 and 3 it must be realized 
that to decide whether or not one or both exist is not by 
any means an easy task. However, assuming that it has 
been satisfactorily established that they do exist, care must 
be taken properly to record in the books the changed values. 

Spicer and Pegler: and Montgomery’ state that when the 
above mentioned conditions can be proven to exist it is 
proper to credit or debit the difference in valuation to sur- 
plus account, but that it should be clearly set out in the 
annual accounts as a separate surplus adjustment and not 
included in the current year‘s profit and loss account. Dick- 
inson* would appear generally to approve of this treat- 
ment although he seems to take a more liberal view and 
would indicate that in some cases even appreciation in 
values might be so treated. There has always been a 





*Montgomery, Auditing Theory and Practice, p. 329; Spicer and 
Pegler, Practical Auditing, p. 329; Dickinson, Accounting Practice and 
Procedure, p. 81. 

1Spicer and Pegler, Practical Auditing, p. 329. 

2Montgomery, Auditing Theory and Practice, p. 332. 

8Dickinson, Accounting Practice and Procedure, p. 81. 
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certain amount of stubbornness on the part of the members 
of our profession concerning the point of providing for all 
losses and anticipating no profit to the end that we are very 
loath to adjust surplus account for anything but losses and 
consequently it is very difficult for us to be persuaded that 
an adjustment of the opposite character may be perfectly 
justifiable. It seems to be simple logic that when expendi- 
tures have been incorrectly charged to operations in the 
past or excessive rates of depreciation have been used, an 
adjustment should be made to correct the accounts. It is 
possible to err on the side of conservatism as well as on 
the other, and questions of this nature should be approached 
with an open mind until all the facts are ascertained. 


Appraisals and Distributable Surplus 


The next problem which presents itself is: What effect 
can appraisals have on distributable surplus? The term 
distributable surplus is used here to indicate surplus avail- 
able for distribution to shareholders in dividends while 
the company continues as a going concern. In the following 
discussion of this question it is assumed that the English 
court decisions which have established that a deficit accu- 
mulated in previous years need not be made up before dis- 
tributing the current year’s profit in the form of dividends 
would stand in Canadian law, although at times the question 
has been raised as to whether or not, in view of the dif- 
ferent wording of Canadian law, such would hold true. 

Sir Woodburn Kirby, F.C.A., of London, England, at the 
International Congress on Accounting of 1929 said, “Surely 
the only case in which surplus arising from capital appre- 
ciation could ever pass to the shareholders would not be as 
a dividend but as additional share capital by way of an issue 
of bonus shares or by a capital distribution.” The decision 
handed down in the often quoted case of Ammonia Soda Com- 
pany v. Chamberlain was to the effect that a bona fide in- 
crease in the value of fixed assets can be utilized to wipe out 
the debit balance in profit and loss account, thus leaving 
current profits available for the payment of dividends. 
Another legal decision, Bolton v. Natal Land and Colonization 
Company Limited, 1892, 2 Chap. 124, ruled that valuation 
fluctuations in fixed assets from year to year must not 
be taken into consideration in estimating the profit for 
the year. Dicksee in discussing secret reserves states the 
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following, “..... it may be of interest to note that as 
long ago as 1901 the late Mr. F. B. Palmer gave an opinion 
to the effect that a manufacturing company which had 
caused a revaluation of its plant and machinery to be made 
by an independent valuer might write up the book value 
of its plant and machinery to a figure not exceeding the 
valuer’s valuation and credit the difference to profit and loss 
account provided a sum of not less than the amount of such 
difference had been charged against profits as depreciation 
of plant and machinery since the registration of the com- 
pany. As a matter of fact the uses of a secret reserve 
would be very circumspect if it could not be employed to 
write up profits in lean years.”* Montgomery says, “There 
is no objection to applying a deficit arising from operations 
against capital surplus: but the practice is only permissible 
when the deduction is shown in the balance sheet of the 
year when the deficit is sustained.” 

From the foregoing we see that since courts have ruled 
that dividends may be distributed from current year’s profits 
without making good an accumulated deficit of prior years, 
such deficit being considered as lost capital, accounting 
and legal authorities do not consider it to be wrong to wipe 
out a deficit by the utilization of a capital surplus arising 
from a revaluation of fixed assets. This clearly does not 
affect distributable surplus because in considering distribu- 
table surplus the courts have not taken into account such 
deficit. It is seen therefore that the court decisions and 
the opinions of Montgomery and Sir Woodburn Kirby do 
not clash, as apparently none contemplates creating a sur- 
plus from increased fixed asset values out of which to pay 
dividends. Dicksee, however, permits a little more latitude, 
as apparently he would allow a sum up to the amount of 
depreciation already charged off to be taken back to profit 
and loss account, although it might be the means of justify- 
ing a dividend. However, this statement was made while 
discussing secret reserves and I am inclined to take the view 
that Dicksee had in mind a situation where a secret reserve 
actually existed due to writing off depreciation in excess of 
requirements. 

It would appear therefore that appraisals do not affect 





1Dicksee, Auditing, p. 252. 
2Montgomery, Auditing Theory and Practice, p. 330. 
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distributable surplus in the circumstances referred to in 
the foregoing, the real question being whether or not in 
spite of legal decisions it is sound from an accounting point 
of view to pay dividends out of current year’s profits before 
making good an accumulated deficit. This question has 
often been discussed and as it is outside the scope of this 
paper no attempt will be made to deal with it. One point 
however which does appear to have a bearing on the subject 
of this paper is that the confusing of operating deficit and 
capital surplus accounts does not lend itself to providing 
a clear picture of the company’s operating results and I am 
firmly convinced that more satisfactory results are obtained 
by their separation. Section 112(c) of The Companies Act, 
1934 (Canada), as amended, would appear to support this 
view. 

Another way in which appraisals may be considered as 
affecting distributable surplus is where assets are retired. 
Usually where there is a capital surplus resulting from an 
appraisal of fixed assets, transfers are made from capital 
surplus to reserve for depreciation account equal to the 
amount by which the amount of depreciation calculated by 
rates applied on appraisal values exceeds the amount of 
depreciation calculated by rates applied to cost values. This 
results, theoretically, in the entire capital reserve even- 
tually becoming combined with the depreciation reserve, the 
total of which should be exactly equal to the asset accounts 
standing on the books. Usually the capital reserve is seg- 
regated to apply against each individual group of assets, 
and upon the retirement of one of the units the applicable 
portions of capital reserve and reserve for depreciation are 
deducted from the gross book value of the unit, any pro- 
ceeds from the sale of scrap are credited thereto, and the 
balance, being in effect the ultimate adjusting of deprecia- 
tion charges of past years, is written off to profit and loss 
account. When the balance to be so written off is a debit 
balance and there still remains a balance in capital surplus 
account the question naturally arises as to whether or not 
this debit balance could be charged against capital surplus 
account instead of profit and loss which, it is seen, has a 
very definite bearing on distributable surplus. 

It is argued by some accountants that losses on retire- 
ment of fixed assets are capital losses and therefore should 
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not affect distributable surplus, but, generally speaking, the 
more conservative view is taken by the majority of account- 
ants that such losses are really adjustments of depreciation 
and should be charged to profit and loss account. Any argu- 
ment, however, supporting the view that these are capital 
losses is ignored in this paper. 

The argument in favour of charging the debit balance 
in the realization account to capital surplus is that no one 
can say for a certainty that the reserves standing against 
the other assets are necessary, and therefore it is reason- 
able to consider the capital reserve as applying to the fixed 
assets as a whole and to make no adjustment until the time 
comes to retire them all. This surely has all the ear-marks 
of postponing trouble which may reach serious proportions 
if dividends are paid out on this basis and eventually it is 
found that the reserves are not adequate. A little analysis 
of the effect of charging the debit balance to capital re- 
serve is sufficient to bring out the weakness in the argument. 
If the practice of transferring amounts from capital reserve 
to depreciation reserve, as outlined earlier, is followed 
through it will be seen that eventually the time must come 
when there is no capital reserve from which to make trans- 
fers to reserve for depreciation, although there may be 
several years to run before the fixed assets will be fully 
depreciated, because losses on units already retired have 
been charged to capital reserve. It will then be necessary 
to make transfers from profit and loss account to bring the 
depreciation reserve up to the required amount. If there is 
not a sufficient balance in profit and loss account to permit of 
these transfers it is evident that dividends (if any) have 
been paid at the expense of the depreciation reserve. Also 
one is tempted to bring forth the argument that if an ap- 
praisal has been considered a satisfactory basis for bringing 
new valuations of fixed assets into the books, should it not 
be accepted for the purpose of ascertaining losses on the 
retirement of individual units? Montgomery does not dis- 
cuss this identical problem, but it is interesting to note 
that in passing he makes the following statement, “Surplus 
arising from revaluation must not be reduced by charges 
other than those which directly relate to the identical prop- 
erty which has been revalued.”* This seems to be some- 
what in contradiction of his previous statement quoted 





1Montgomery, Auditing Theory and Practice, p. 330. 
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earlier in this paper when discussing the charging of operat- 
ing deficit to capital surplus, but I presume that he is re- 
ferring more to charges of the nature of losses upon re- 
tirement. 

In conclusion I would point out that regardless of what 
courts may decide on points involving accounting problems, 
and accounting theorists may write, it is still the duty of 
the members of our profession to temper their own decisions 
in these matters with that ever necessary commodity—Com- 
mon Sense—having due regard to the protection of the in- 
terests of the shareholders for whom they are working, 
which if conscientiously applied will solve most of the prob- 
lems touched on in this paper. 


ROBINSON CRUSOE, BOOKKEEPER 


A. W. Currie, M.B.A., Kingston, Ontario 
Now of course Robinson Crusoe was not a bookkeeper. 
On a desert island there is no need for advanced ac- 
counting. But when Crusoe returned to England he may 
possibly have become a bookkeeper and if he did so, he 


would undoubtedly have followed the precepts of his creator, 
Daniel Defoe. Shortly after he had finished his great mas- 
terpiece Defoe published, in 1727, “The Complete English 
Tradesman,” a series of letters on the proper conduct of 
trade. The merchant is admonished to apply himself dili- 
gently to his business, to avoid extravagant living and not 
to marry too soon; he is warned against the dangers of 
overbuying and getting into debt. In particular, the trades- 
man is exhorted to keep accurate books and is shown how 
this should be done. Defoe’s advice regarding the general 
conduct of business is extremely interesting and still sound, 
but it is with the practice of bookkeeping two hundred years 
ago that we are concerned. 

Throughout the letters Defoe continually insists upon 
the necessity of keeping books. “That tradesman,” he says, 
“who keeps no books may depend upon it, he will e’er long 
keep no trade unless he resolves also to give no credit: 
he that gives no trust and takes no trust and keeps his 
cash all himself, may indeed go without keeping any book 
at all but I suppose the Tradesman that trades wholly thus 
is not yet born or if there was any such they are all dead. 
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...A Tradesman without his books, in case of a lawsuit 
for a debt, is like a married woman without her certificate. 
How many times has a woman been cast, and her cause 
not only lost, but her reputation and character exposed for 
want of being able to prove her marriage tho’ she has been 
really married? And so in trade, many a debt has been 
lost, many a sum of money has been recovered and actually 
been paid over again for want of the Tradesman’s keeping 
his books carefully and exactly. ... Next to being prepared 
for death with respect to his Heaven and his soul, a Trades- 
man should be always in a state of preparation for Death, 
with respect to his books.” 

The keeping of books, according to Defoe, has three 
objects. In the first place they are necessary in order that 
a merchant “can always make a true estimate of his solid 
stock and know whether he goes backward or forward, and 
accordingly know what measures to take in his affairs.” 
Secondly, “a Tradesman’s Book is a check upon the fidelity 
of his servants, and by which he often has opportunities 
to detect the frauds of those that have plundered or attempt 
to plunder or destroy him.” Finally his books are neces- 
sary to keep account of credit extended. “Not an alehouse 
keeper but has his bar and score; not a chandler’s shop but 
keeps a board and a chalk, these are their books and need- 
ful books too, such as without which they would be at a 
great loss to deal with such poor people as must be trusted, 
tho’ it were but for trifles.” 

In order to attain these objects the Tradesman must 
keep the following books: 

“1. A Cash Book for entry of all money paid and re- 
ceived in his way of trade. 

“2. A Petty-Cash Book, to enter small expenses into and 
what you may not think worth troubling your great Cash 
Book with. 

“3. A Day-book or Journal, wherein to enter everything 
taken in or delivered out. 

“4, A Blotting-book, or preserver of the memory for the 
other to be recopied after the shop or warehouse is shut, 
and the trade and hurry of the day is over. 

“5. A Ledger, which is not only the largest and chief 
Book but is the last and great article of all Bookkeeping.” 
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Defoe then proceeds to illustrate these various books 
for “it is needful now to give the Tradesman a brief speci- 
men of all these for his particular instruction and to guide 
the hand of the young beginner to the practice of a thing 
so absolutely necessary to him in his business.” 

The Cash Book should be drawn up in the following 
manner :— 

January, Anno 1725 
Cash Dr. Cash Credr. 
Sat. Jan. 1. 1. By John Indico Dyer, paid 

To the balance of the last him in full 

month’s cash being so By Tim Drawboy Weaver 

much remaining in hand, paid him 

December 31st By Mary Thomas, Mackler 
To John Jennings of Not- By Jam. Webb, Camblet- 

tingham, per bill on Jer. weaver 

Palmer, received this day By Pocket expenses given 
To Wm. Thomas on account for Box money 
To the Lady Jeffrey sent by By Sir Fra—— for one 

her servant Quarter House rent, 
To James Scrooby due at Christmas last 
To retail cash, being money 

taken in the shop this day 

tho’ New Year’s Day 

The petty Cash Book is designed to relieve the Cash 
Book of a large number of entries for trifling amounts. The 
merchant “trusts one of his servants with a small sum of 
money once a week or oftener as he thinks fit and obliges 
him to keep an exact account of it, Debtor and Creditor, 
taking an account from him weekly. His Petty Cash Book 
begins just as the great Cash book does but for the altera- 
tion of the words.” On the debtor side are the entries for 
cash received from the master from time to time to replen- 
ish cash expended: on the creditor side are such sundry 
payments as—“To the Drummers; To the five Parish Alms- 
men who come yearly; To poor Amy, an old Nurse; To the 
man who brought six sugar loaves; To the ringers; To the 
beadle of the hall; To the parish-watch; To old Hanks, the 
watchman, who sits at our Door; For mending the back 
shop scales broken by the football; To a poor man for 
clearing the ice every morning at the door; For a pound of 
green tea for the back shop; For tea pot and cups, my mas- 
ter letting the tea-table fall; Given two men who helped 
the Lady’s Coach up that was overthrown; To a woman 
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that helped the ladies out and brought them to our Shop; 
For wine given the ladies yesterday when they were fright- 
ed; To Tho. Jones and another for assisting the constable 
when we took the shop lifters; For four firemen to stand 
ready when the fire was at Mr. —— if we wanted help; 
For two servants sent to help Mr. —— where the fire was; 
Given a poor man that was hurt at the fire.” 

The third necessary book is the “Day-book or Journal, 
call it what you will; the thing is the same, as indeed the 
words have the same meaning, only that the last is a 
French, and consequently a little more modish word than 
the former: but the first is the honest old English word, 
and fully contains the meaning of the thing which is this 
and no other, a daily entry of goods bought and sold in the 
shop or warehouse of the tradesman.” Defoe explains how 
the book should be headed “because of the cavils of the 
lawyers.” Apparently in a recent lawsuit a merchant’s 
journal had not been accepted in evidence on account of 
some technical error in the heading of the book and hence 
Defoe shows precisely how the journal should be headed. 
Below each entry in the Journal there should be a space 
for the names of the porters or servants to attest the de- 
livery of the goods. Otherwise the form of the Journal 
is precisely the same as at present. 

The next book “is called by some a Minute-book, by 
others a Blotting-book and this is needful where the Trades- 
man is in a great flowing business in the hurry of which 
he has not time to make a formal entry of things in the 
Journal, so in the utmost hurry an entry is made here and 
in the evening when the day’s business is over, this is 
entered fair in the Journal and then the rough entry in 
the Blotting book is struck out, as if blotted or erased.” 
The Tradesman is urged to write up his Journal from the 
Blotting book every night, otherwise errors are likely to 
creep in, 

Defoe then continues: “It remains only now to direct 
the Tradesman to the usual form of a Ledger or, as some 
Tradesmen meanly call it, a Debt-book, to which all these 
things are posted and where every person buying or selling 
to the Tradesman has his account which is in short a regis- 
ter and is so called in some countries, where every man’s 
accounts are entered and stand up record for and against 
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. . . Here all the books mentioned before center and are 
as it were copied and repeated with this difference only 
that here the articles are concise and general never to 
exceed one line. . . . On every line is a tacit reference to 
the Journal or Cash-book for the particulars to explain it. 
. . » So every article in the Journal when carried into the 
Ledger should have the folio in the Ledger set down where 
the man’s accounts stand, to whose debt or credit, in ac- 
count, the entry belongs. . . . This carrying things from the 
Journal or Cash-book to the Ledger or to the account of 
the person to whom they relate is called posting.’’ 

The surprising thing about the scheme of bookkeeping 
which Defoe recommends is how clearly it resembles that 
in use at the present time in many retail establishments. 
It is true that the modern merchant has loose-leaf sys- 
tems, controlling accounts and columnar cashbooks but the 
essential principles of retail accounting were well established 
in England two hundred years ago. Robinson Crusoe might 
have difficulty understanding some of our modern terms but 
if he had studied “The Complete English Tradesman” he 
would understand most of the fundamentals of bookkeeping. 
Above all he would realize the necessity of keeping com- 
plete and accurate accounts for “a tradesman’s books, like 
a Christian’s conscience should always be kept clean and 
clear: and if he is not careful of both he will give but a 
sad account of himself either to God or man.” 
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SOCIAL CREDIT* 
By James C. Thompson, F.C.A., Montreal 


OCIAL CREDIT has been termed “An exhaustive exer- 

cise in mental gymnastics.” After spending some con- 
siderable time preparing material for this address, I can 
heartily subscribe to this statement. I have drawn exten- 
sively from various sources and found of particular value 
the report on the Douglas Social Credit System by the 
government statistician of New South Wales. I have read 
the evidence of Major Douglas and others in 1934 before 
the Banking and Commerce Committee of the Canadian 
House of Commons and before the Agricultural Committee 
of the Alberta Legislature. I have carefully studied Wm. 
Aberhart’s Social Credit manual, newspaper reports of his 
correspondence with Major Douglas and the arguments of 
those opposed to his ideas. 

At the outset I should like to define “Social Credit” and 
can think of no better way of doing so than by giving you 
the definitions of its principal exponents, Major Douglas 
and Wm. Aberhart. 
What is Social Credit? 

Major Douglas: Social Credit in its essence is a correct 
estimate of the productive capacity of a governing unit 
based upon that which is the real social credit of the unit. 
You have something which we call financial credit which 
can also be made to be the reflection of this real social credit 
and that, I should say, can be defined as the power of 
monetizing to any extent desirable the real wealth of the 
unit so it can be freely exchanged.* 

William Aberhart: Social credit is that form of credit 
which arises from the association of individuals together 
which enables them to use the goods and services before 
they are destroyed, disintegrated or seized by the others. 
It is actually the unearned increment of real credit secured 
by association of the consumers .... Social credit will 
work without money .... Social credit is largely a mat- 
ter of bookkeeping, the transferring of credits and debits 













































*An address delivered before the Montreal Chapter, Canadian 
Society of Cost Accountants on 13th November 1936. 
1p. 110, Evidence before the Agricultural Committee, Alberta Legis- 


lature, session 1934. 
Fesrvuary, 1937. 
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j Social credit involves the claim that every citizen 
has the right to share in the unearned increment of real 
credit which comes from the inventive genius and progress 
of mankind made possible by association under one govern- 
ment.? 

Real credit is defined by Mr. Aberhart as follows: “Real 
Credit is the credit that rests on the capacity of the in- 
dividual or corporation to deliver goods or services as, when 
and where required.”* 

Clearly, social credit depends upon the volume of money 
required for the purpose of securing goods and services by 
supplying a deficiency in the purchasing power of the com- 
munity. Let me, therefore, give you an orthodox view- 
point on the “volume of money.” I quote from the annual 
report of the Bank of Canada dated 28th February 1936. 
“The volume of money is not the cardinal factor which 
determines the volume of business. The vital matter is not 
the amount of money in existence; it is the size of people’s 
incomes, in other words, the size of the national income. 
This can grow, and does grow, without any definite con- 
nection between such growth and a growth in bank deposits 
or note circulation. An increased turnover of existing 
monetary supplies takes place as prosperity returns, and 
the total amount of money may be less then than during 
a depression.” 


The Douglas Theory of Social Credit 


Let us now examine the Douglas theory of social credit. 
The perfect economic system as visualized by Major 
Douglas is described by him in the following words: “The 
perfect economic system from the point of view from which 
I am taking the matter is one which provides no employ- 
ment at all, by which all the goods and services which are 
required by individuals would drop into their laps as bananas 
drop off the tree, or as sunshine reaches us in the morning. 
In other words, you have got to get away from the idea 
that the only legitimate grounds for the receipt of goods 
and services is the doing of work.’* In this ideal system 


2p. 14, ibid. 
3p, 14, ibid. 
4p. 78, ibid. 
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money and wealth take on a new meaning and are described 
by him as follows: “Money is nothing whatever but a 
ticket system which has nothing whatever to do with all 
these abstract descriptions of it such as a medium of ex- 
change, or a storehouse of values or any of these other 
things. It is a ticket system and nothing else. The real 
wealth does not belong to the people who issue the receipts, 
although the receipts are issued as the property of the 
issuers and not as the property of the owners of the real 
wealth for which they are a demand.’ 

The provision of funds at the present time under the 
banking system is according to what he states, purely a 
bookkeeping transaction and presents no difficulties. 

The basic principles of the Douglas theory are as follows: 

1. Monetize the country’s national wealth or capital 
assets including the commercial capitalized value of the 
population ; 

2. Pay to consumers national dividends to create pur- 
chasing power; 

8. Pay to retailers the loss caused by reducing the selling 
price of goods below the cost price. This theory is known 
as “The Compensated Price.” 

The necessity for national dividends and the compen- 
sated price, according to Douglas, is based upon what is 
commonly known as the “A” plus “B” theory. This theory 
is usually stated as follows: 

“A factory or other productive organization has be- 

sides its economic function as a producer of goods, a 

financial aspect—it may be regarded on the one hand 

as a device for the distribution of purchasing power 
to individuals through the media of wages, salaries and 
dividends; and on the other hand as a manufactory of 
prices—financial values. From this standpoint its pay- 
ments may be divided into two groups: Group A—All 

payments made to individuals (wages, salaries and divi- 

dends) ; Group B—All payments made to other organiza- 

tions (raw materials, bank charges and other external 
costs). 

“Now the rate of flow of purchasing-power to in- 
dividuals is represented by A, but since all payments 
go into prices, the rate of flow of prices cannot be less 


spp. 78 and 79, ibid. 
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than A plus B. The product of any factory may be con- 

sidered as something which the public ought to be able 

to buy, although in many cases it is an intermediate 
product of no use to individuals but only to a subsequent 

manufacturer; but since A will not purchase A plus B, 

a proportion of the product at least equivalent to B must 

be distributed by a form of purchasing-power which is 

not comprised in the descriptions grouped under A.’ 

The flaw in the argument is that all “B” payments are 
resolved into “A” payments if traced back far enough. What 
is a “B” payment to one manufacturer is the “A” payment 
of another. 

Douglas claims that his plan, in part, was tried by 
Austria for three months in 1923. By an unhappy co- 
incidence Austria went bankrupt shortly after indulging in 
his theories. 

Probably the easiest way to test out Douglas’ theories 
is to examine his draft social credit schemes for Scotland 
and New Zealand. 


Draft Scheme for Scotland 


This scheme as outlined by Douglas in his 1935 edition 
of “Social Credit” is as follows: 

1. Place a money valuation upon the whole capital assets 
of Scotland, such as land, roads, bridges, railways, canals, 
buildings, minerals, semi-manufactured materials. Add to 
this the sum representing the present commercialized value 
of the population, which in the United States he states is 
something like £10,000 for a citizen at the age of 25, and 
create financial credit for the equivalent. 

2. Pay a dividend on the foregoing to every man, woman 
and child of Scottish birth and approved length of residence, 
except to those already in receipt of an individual income 
which is more than four times that receivable in respect of 
the National Dividend. It is suggested that this dividend 
might be expected to exceed £300 per family. 

38. Announce that all business undertakings will be ac- 
cepted for registration under an assisted price scheme. 

4. Give to all consumers a discount of 25% on purchases 
from registered firms. This would be done by the consumer 
depositing his receipted bill with a bank in the same way 


6Major Douglas, Credit rower and Democracy. 
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as he now deposits cheques, and being credited with 25% of 
the amount of such bill. Banks would be reimbursed by a 
governmental credit. 

5. Various subsidiary regulations governing ownership 
of stocks, transfer of land, hours of work, etc. 

His draft proposals were offered gratuitously, but so 
far have not been accepted by Scotland. 

When in Alberta, Douglas was asked how he would 
redeem the issues of paper money and said that he would 
do so by writing down physical assets or monetized assets 
from time to time and withdrawing an equivalent amount 
from tickets in circulation. 

The plan in my opinion is straight communism. The 
state would replace the individual, and chaos would arise 
from excessive credit inflation. If credit, as issued, were 
withdrawn in order to prevent inflation, then the scheme 
destroys itself. The suggestion Douglas made in Alberta 
of writing down physical assets to prevent inflation is 
ludicrous. 

As dividends or credits were issued consumers would 
scramble to obtain goods in exchange and the available sup- 
ply would be rapidly exhausted. To supply the demand for 
goods the government statistician of New South Wales 
estimated that application of the plan in Australia would 
necessitate an increase in the quantity of production by 
fifty-six fold in twelve months.’ Obviously, this demand 
could not be met and the result would be chaos. History 
has a number of lessons in this respect and we may now con- 
sider some of the experiments during the past two centuries. 


Experiments in Paper Money 

John Law—John Law was a Scotch economist who estab- 
lished the Banque General in France in 1716. Encouraged 
by the success of his operations, in 1717 he launched what 
is known as the Mississippi Scheme. Against various con- 
cessions in Louisiana he issued vast quantities of paper 
money. In 1720 the value of this paper money by decree 
was reduced 50% and the scheme collapsed shortly there- 
after. Law fled from France wholly discredited and died 
in Venice about nine years later. Despite the vast losses 
incurred by French citizens in Law’s ventures, it is inter- 





7TReport on the Douglas Social Credit System, page 24. 
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esting to note that 73 years later a still more disastrous 
venture was made by issuing assignats. 

Assignats—These were issued in France during the 
years 1789-1796. The first issue, secured by the landed 
property of the clergy confiscated by the state during the 
French Revolution, was 400 million francs bearing 5% in- 
terest. Their object was to secure the full value of the 
confiscated lands and to supply the deficiency of coins in 
circulation. Redemption was to be provided over a period 
of five years by cancellation of all notes coming back to 
the government in payment of land sold. 

The above issue was at first so successful that in 1790 
the interest rate was reduced to 3% and a second issue 
of 800 million francs was made without interest, the legis- 
lation providing for a maximum issue, including the first 
issue, of 1,200 millions. This pledge was broken almost 
immediately and assignats depreciated 80%. Recourse was 
made to protective legislation and the penalties provided 
for those who would not accept assignats at their face value 
were, for the first offence, six years in prison, and for the 
second offence, twenty years in prison, which was later 
changed to a death sentence. 

In 1791 the property of wealthy émigrés and crown 
estates were seized and on these more assignats were issued. 
By September 1792 the issues outstanding amounted to 
2,700 million francs. On 3rd May 1793 a maximum price 
was fixed for certain commodities with severe penalties for 
those charging more than the fixed price. In June 1793 
one franc in silver was worth three francs in paper and 
within two months this rose to six francs. By August 
1793 there were in circulation 3,776 million assignats, and 
by June 1794 the issues outstanding amounted to 8,000 
million francs. Maximum prices extended to all commod- 
ities with the result that trade was paralyzed and manu- 
facturing establishments were closed. In 1795 maximum 
prices were abolished. Eventually 45,500 million francs in 
face value were in circulation, and early in 1796 a louis d’or, 
24 francs, was considered worth 7,200 francs in assignats. 
They were later converted at thirty to one for francs of 
land warrants or mandats which immediately were dis- 
counted almost 80%, and were finally redeemed at 1/70th 
part of their face value in 1797 when the issue of paper 


120 








SOCIAL CREDIT 


money was abandoned. Obviously, those who gave goods, 
services or property in exchange for paper money were the 
principal losers. 

Rhode Island—The experience of the State of Rhode 
Island is interesting and illuminating. Shortly after the 
Revolution, the Rhode Island legislature decided to organize 
a paper bank with an issue of £100,000,000. The deprecia- 
tion of this new money began literally with its issue, for 
merchants in the state refused to receive it as its full value. 
Laws were passed imposing a fine of £100 and loss of rights 
as a freeman on any who refused to accept the specie as 
legal tender. Merchants refused to make any sales rather 
than accept the currency, some of them closing their shops 
and others resorting to barter. A second and more rigid 
act was passed without avail. Then the legislature passed 
a test act providing that every person should bind himself 
with an oath to support the bank and take the money at par. 
All persons refusing to take the oath were disfranchised. 
The proposed act was submitted to the electors in plebiscite 
and almost unanimously rejected. Eventually the legisla- 
ture fixed the value of the currency at the ratio of $15 to 
one coin dollar.® 

The German Experiment—tThe dollar worth five marks 
in normal times was worth 46,000 marks on 16th May 1923; 
one month later, 120,000 marks; at the end of July, 350,000 
and on 9th August of the same year the enormous sum of 
5,000,000 marks. The collapse of the German economic 
system in 1923 due to reckless use of printing press money 
destroyed the German commercial organization. German 
merchants, farmers, and professional men were ruined and 
millions of people reduced to misery and starvation. 


New Zealand Plan® 
In New Zealand Douglas made the following proposals :— 
1. Value bank assets at market prices. 
2. Transfer the difference between balance sheet values 
and market prices to Suspense Account No. 1. 
3. Limit bank dividends to 6% and transfer the balance 
of profits to Suspense Account No. 2. 





8W. M. Davidson, The Aberhart Proposals. 
®House of Commons, Canada, Banking & Commerce Committee, 
Minutes of Proceedings, Evidence April 17, 1934. 
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4. Six months from the enactment of these proposals 
transfer 50% of Suspense Account No. 1 to reduce over- 
drafts of customers of the bank. Annually thereafter make 
a similar transfer. 

5. One month after publication of the annual balance 
sheet of any bank, apply 75% of Suspense Account No. 2 
to reduce interest charged customers on overdrafts. 

6. Follow the same procedure with respect to the assets 
of insurance companies but in this case apply the credit of 
Insurance Suspense Account No. 1 to pay for preference 
shares applied for by any natural born New Zealand subject 
over 21 years of age. 

7. Pay dividends from Insurance Suspense Account No. 
2 to all shareholders under (6). 

Government bonds and other securities held by the Can- 
adian banks in 1934 amounted to some 833 million dollars. 
Assuming that they were worth at market prices 900 million 
dollars, under Major Douglas’s scheme 67 million dollars 
would be transferred to Suspense Account No. 1, and at 
the end of six months $33,500,000 would be used to reduce 
overdrafts of customers. Canadian banks in 1934 had some 
400,000 borrowers, so that the average credit would be $80 
per borrower. What happens when securities go down in 
value? Major Douglas contended, when asked this question, 
that values were always rising and that he would expect 
there should be put into operation methods which would 
prevent values ever going down. If no provision is made 
for the loss arising when securities depreciate in value, then 
the scheme automatically fails. 

Under the plan, bank earnings are limited to 6%. The 
average earnings for the ten years prior to 1934 amounted 
to 17 million dollars per year. Paid up capital and premiums 
actually paid on such capital amounted to 180 millions, and 
6% on that is $10,800,000, leaving $6,200,000 available for 
distribution, of which he proposes to take 75%, about 
$4,500,000, to be distributed annually among borrowers of 
the bank. Taking again 400,000 borrowers, this would mean 
approximately $11 per borrower, which would represent 
the amount of the increased purchasing power. This is 
perfect from the borrowers’ point of view. How about de- 
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positors? Why should not interest paid be increased? Why 
save—borrow, and all will be forgiven.’® 

As far as insurance companies are concerned the plan 
destroys the earning power of policies, thus penalizing every 
policyholder ; it selects a group of the public, those insured, 
to pay benefits to those not insured. Can anyone imagine 
insurance being sold under such restrictions? 

Incidentally I am in entire agreement with the critic who 
described the Douglas Theory as “economics through a 
wishing glass.” 

The Aberhart Theory of Social Credit" 


Four main terms are used by William Aberhart in his 
Social Credit theory,— 

1. Cultural heritage 

2. Basic dividends 

3. Non-negotiable certificates 

4. Unearned increment. 

Cultural heritage is defined as the value of the acc.m- 
ulated wealth inherited by this generation from former gen- 
erations, or sometimes as the wealth created by the associa- 
tion of persons living together in a community. 

Basic dividends consist of monthly payments to citizens 
based on a percentage of the capitalized value of the cul- 
tural heritage. 

Non-negotiable certificates are tickets issued in payment 
of basic dividends. 

Unearned increment is the difference between the cost 
of goods and the selling price thereof or the price spread. 

Aberhart’s system contemplates certain other factors, 
namely— 

1. Price control or the setting of a just price; 

2. Continuous circulation of non-negotiable certificates 
and a scientific system of recovery through a levy on the 
unearned increment. 

He views the state as a gigantic joint stock enterprise 
with the resources of the province behind its credit. He 
proposes to set up a state credit house for the purpose of 





10For the particulars in this and the preceding paragraph see House 
of Commons, Canada, Banking & Commerce Committee, Evidence, April 
19, 1934. 

11Wm., Aberhart, B.A., Social Credit Manual. 
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crediting citizens with monthly dividends and producers 
with interest-free loans. Citizens twenty-one years of age 
or over will be credited with $25 monthly, which is usually 
considered the minimum credit, and producers are promised 
interest-free loans of $2,000—and all this from the end of 
a fountain pen. To use Aberhart’s own language, his plan 
is “wondrously simple.” He convinced Alberta voters of 
the feasibility of his scheme and on 22nd August 1935 was 
given a mandate to introduce it in the province. 


(To be concluded in the March issue) 


BASIC INVENTORY VALUES FOR CERTAIN 
INDUSTRIES 


By G. C. Ferrie, Chartered Accountant 
Hamilton, Ontario 


. information published regarding the present textile 

tariff inquiry raises the question whether the lower of 
cost or market is a proper basis for valuation of stock on 
hand, and to what extent the management of a public com- 
pany is justified in creating, so far as the shareholders 
are concerned, secret reserves to reduce the value of the 
stock on hand below the basis of the lower of cost or 
market. 

While there may be certain principles which will assist 
the management in determining if any reduction in the 
value of stock on hand from the lower of cost or market is 
justified, the application of these principles is by no means 
easy. If a person attempted to instruct a class of business 
men in the application of them, that person would be very 
much inclined in the end to qualify his remarks with the 
well known military qualification that “the actual measures 
taken will depend on the tactical situation and the nature 
of the ground.” Of course, in practice the essentials are 
good faith, good judgment and a conservative policy. 

If the lower of cost or market is a sound principle why 
should it ever be considered advisable for a company to 
reduce the value of the inventory for the balance sheet 
below this? In my opinion the answer is that cost or 
market is not necessarily sound and under certain circum- 
stances quite unjustified. In order to obtain a better basis 
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of inventory valuation it is necessary for an industry and 
the accountants concerned to study the conditions in that 
industry, and for the majority of the members of the in- 
dustry to adopt the new basis and obtain public recognition 
of it. 

Before outlining a tentative plan for valuation of inven- 
tories in certain industries it seems desirable to state one 
or two considerations :— 

(1) The average investor, as opposed to the specu- 
lator, prefers a stock which pays dividends that are not 
subject to violent fluctuations. He also assumes the 
profits disclosed by a statement are actually earned, 
whereas they are subject to realization of the inventory. 

(2) Any plan which tends to smooth out the violent 
fluctuations in the earnings of industry due to business 
cycles is of benefit to the community. 

(3) One of the great weaknesses of a democratic 
form of government is the reluctance of any political 
party in power in prosperous times to provide for bad 
times which are sure to come, but may not come while 
that party is in office. When the depression comes the 
government is faced with increased expenditure for re- 
lief and other assistance on the one hand and with 
shrinking revenues on the other. 

(4) The most serious complaint which can be made 
against the way in which Dominion income tax rates 
are applied is that no allowance is made to industrial 
firms for years in which losses are incurred. It is true 
that one may provide for only half of the normal de- 
preciation, but this is not sufficient. It would be inter- 
esting to tabulate for certain industries, which have been 
very seriously affected by the depression, the rate of 
Dominion income tax paid on total net profits for the 
past seven or eight years. It is submitted that if trade 
associations would compile and publish figures of this 
nature it might tend to hasten reform. 


The Matter of Taxation 


I am not well enough informed to state the effect on tax 
collected of the provision in the British tax act that losses 
in a business can, under certain conditions, be carried for- 
ward for six years for deduction from future profits. But 
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there is no doubt that this must be a factor in retarding 
the increase in government revenue from business profits, 
and it is not difficult to understand a reluctance on the part 
of the authorities in Canada to adopt some similar plan. 
On the other hand it can hardly be considered equitable to 
collect by way of income tax 50% or more of the total net 
profits earned for seven or eight years, and this can happen 
now. 

Business is improving and if a more equitable basis for 
assessing profits for income tax is to be devised, it should 
be considered now. It is also desirable that, if due allow- 
ance is to be made for the losses which will occur at the 
end of the present business cycle, such allowance should 
not all come from profits earned in the next cycle but at 
least a partial provision should be made in this cycle. 


A Suggested Plan 


On account of difficulty of application the rough plan 
submitted can only be used fully in those industries in 
which it is practical to segregate the total value of material 
(raw, in process and in finished stock) included in the in- 


ventories. But it is submitted that this is possible in a 
number of industries in which the price of material used 
is subject to the most violent fluctuations. It may be noted 
here that material as used hereafter naturally includes dif- 
ferent grades and sizes for which there will be different 
prices. 

In brief the plan, which might well be subject to dif- 
ferent variations for different industries, is based on the 
‘following :— 

(1) The normal quantity (as defined in 2) of material 
included in raw material, process and finished goods, for 
balance sheets and income tax, is valued at the lowest 
value of that material during, say, the past ten years. 
In commencing this method of valuation the basic values 
would be fixed by the industry in consultation with the 
Dominion income tax department. 

(2) The normal quantity of material is, say, the 
average quantity contained in the closing inventory in 
the fiscal year ending before the end of the business 
cycle and in the next two fiscal years. 

(3) If at the end of a fiscal year the quantity of 
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material on hand is greater than the normal quantity 
(as defined in 2), and the management wishes to reduce 
the additional quantity from cost or market to the basic 
value (as defined in 1), the amount required to do so 
would be shown as a deduction from the inventory on 
the balance sheet and would be subject to income tax. 
When such a reserve is used the percentage it is to the 
amount required to reduce the additional stock to basic 
value would be stated on the balance sheet. 

(4) Allowance would naturally be made for any old 
or depreciated stock on hand. This stock would be seg- 
regated in the inventory and the necessary reductions 
shown in the inventory as is desirable now. Such stock 
is not included in “normal” or “additional” but is a third 
classification. 

(5) Quantities of material would be summarized and 
priced at both basic prices and the lower of cost or 
market in order to arrive at the necessary adjustments. 
The adjustment of normal stock to basic values would 
be the percentage of normal quantity to total quantity 
(assuming the total is greater than normal), applied 
on the difference between the total basic value and total 
cost or market value. Depreciated stock is excluded 
from these calculations. 


The Working of the Plan 


The annual effect of the above is that if at the begin- 
ning of a year and also at the end there is a normal quantity 
of material on hand (or more), the increase of the cost 
of the normal quantity at the end over the normal quantity 
at the beginning is a deduction from profits. If the price 
has gone down there is an addition to profits, provided that 
such price is not the lowest in ten years. The reserve to 
adjust the normal quantity to basic value is set up in the 
books but is not disclosed on the balance sheet. Quantities 
in excess of normal are carried at the lower of cost or 
market. 

In the case of a business formed since the end of the 
last business cycle the normal quantity at the end of the 
second year would be, say, the average of the two closing 
inventories. And at the end of the third year and there- 
after the average of the first three closing inventories. In 
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such a company it would not be practical to use the basic 
material price for the inventory unless the difference was 
charged to, say, premium received on issue of capital stock. 
But the company would be entitled to use what might be 
termed “the company’s basic value,” which would be the 
lowest material price since inception. Under such circum- 
stances the difference between the normal quantity of ma- 
terial at the company’s basic value and at the basic value 
(for the industry) might well be disclosed on the balance 
sheet. The shareholders would then know the amount re- 
quired to reduce stock on hand to the same basis as that 
used by the other companies in the industry. 


It seems to me that there is a very strong argument in 
favour of such a basis. If a company normally carries a 
certain quantity of stock and in the course of the business 
cycle prices increase, I do not think it is possible to main- 
tain that the increase in cost of the normal quantity from 
the beginning of the cycle to the date of the inventory has 
been realized so long as the normal quantity is on hand. ~ 
The weakness in the present basis of inventory valuation 
is that it takes into consideration only one year (unless 
goods are carried for longer), whereas the business cycle 
should be considered. If six years ago a company had on 
hand 100,000 pounds of material at 50 cents and today it 
has 100,000 pounds at $1.00, by using the yearly method 
the profits of the company have been inflated in that period 
by $50,000.00, for this amount has not been realized and 
due to the business cycle may never be realized. 

It is admitted that the inventory reserve built up in 
years of increasing prices probably will not absorb all the 
losses at the bottom of a business cycle. But for those 
industries in which such a plan is practical, and there is no 
doubt there are some, it would at least be an improvement 
over the present method both for reports to shareholders 
and for taxation. 

In closing I wish to say that the rules stated are, of 
course, not necessarily the best rules which can be selected 
but have been used for illustration and as a basis of dis- 
cussion. 
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The Support and Administration of Education 
in the Provinces of Canada 


By W. C. Keirstead, Ph.D., University of New Brunswick, 
Fredericton, New Brunswick 


Y VIRTUE of the British North America Act, education 

is a function of the provincial governments. The fed- 
eral government has given direct grants in agricultural and 
technical education because, strange to say, these have not 
been considered education as the word is interpreted in the 
constitution. It would require an amendment of the con- 
stitution for the federal government to take over the sup- 
port and administration of education to any degree—an 
amendment, moreover, which has little chance of being en- 
acted since confederation was made possible only by placing 
education solely in the hands of the provinces. However, 
our federal government does give subsidies to the various 
provinces for the purposes of provincial government and it 
also pays grants in aid for such special purposes as agri- 
culture, highways and unemployment relief. Dr. Paul R. 
Mort, in his book entitled State Support for Public Education,* 
has worked out what he regards as a foundation programme 
for education, for which the federal government of the 
United States might become in part, at least, responsible. 
In this programme he outlines objective methods for meas- 
uring tax-paying ability on the one hand, and education 
needs on the other, and has thereby established a formula 
for the distribution of federal funds for education. At 
the present time, federal subsidies in Canada are distributed 
largely on a population basis, although special assistance 
is also given to needy provinces. It might be possible, in 
a scheme similar to that adopted by Dr. Mort, to provide 
objective standards for the measurement of education, wel- 
fare service, highways, and other like needs on one hand 
and the tax-paying ability of the citizens of each province 
on the other and then on the basis of a formula in which 
population would be weighted by these factors to distribute 
the subsidies of the federal government to the various prov- 





*Published by the American Council on Education, Washington, 
D.C. (1933). 


129 





a aSeeietn on anil on aa 














THE CANADIAN CHARTERED ACCOUNTANT 


inces. Undoubtedly, this would be a better basis for the 
distribution of subsidies than the present one and would 
give greater help to needy areas. The federal subsidies 
would become a kind of equalization grant. Education is 
certainly a need of the state as a whole. A democratic gov- 
ernment, such as our own, can only function properly if it 
represents an intelligent and educated citizenship. More- 
over, a degree of equalization in educational opportunity and 
in bearing the burden of the support for education is essen- 
tial in a democracy. Yet there is great difference in the 
opportunities offered and in the tax-paying ability of the 
citizens of the different provinces. What is more, the tax- 
paying ability of Ontario, centred in great cities and in- 
dustrial areas, is due in part to the nature of our federa- 
tion by virtue of which there is absolutely free trade within 
all Canada and a tariff to protect the home industries. 
What is more our railway and transportation policies are 
also federal and have been formed in harmony with our 
trade and production policies. I am not here questioning 
the justice or wisdom of these policies but I think it is a 
fact that they tend to centralize production and income to 
an extent that would not have taken place under independ- 
ent provinces. But if provinces give up their right to tariff 
revenues and agree to make trade policies federal should 
not great welfare functions of government such as educa- 
tion be also federal and get support from funds of all citizens 


TABLE No. 1 
Province Estimated Elementary Secondary Totals* Districts 
Population Enrolment Enrolment 

Prince Edward Island. . 89,000 15,747 2,541 18,358 475 
PIOUR TIOMED 6656.0 s0 0050 525,000 100,521 17,318 117,839 1,724 
New Brunswick ....... 425,000 83,135 6,405 92,708 1,476 
SE? Suits beoecher ce 8,018,000 584,290 19,314 624,045 1,842 
DEEN: giok Senescence 3,563,000 572,832 121,769 774,868 6,000 
ESP rer 731,000 127,243 20,010 147,253 1,966 
Saskatchewan ......... 965,000 188,685 35,221 224,548 4,914 
PEN Dicetiewisaeaen's 769,000 140,271 28,653 168,924 3,428 
British Columbia ...... 725,000 94,526 21,266 115,792 827 

*This total includes unclassified. 
Total enrolment in elementary schools, .......... 1,388,395 
Total enrolment in secondary schools, ............ 267,726 


Note: The statistics in tables 1 and 2 are taken largely from tables 
in The Annual Survey of Education in Canada for 1934. Percentages 
are calculated by the author. 
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of all Canada in accordance with ability to pay? We have 
gone too far in making Canada an organic unity on the eco- 
nomic side to refuse to recognize this fact in the functions 
of government which concern the welfare and development 
of Canadian citizens. At the same time we cannot at pres- 
ent expect direct support for education from the federal 
government. 


Provincial Support of Education 


It will be seen from Table 2 that the two main sources 
of revenue for public schools are the provincial governments 
and the local taxpayers. 

There are unanswerable arguments why a provincial 
government should give substantial support to education. 
In Table 2, it will be seen that the government of Prince 
Edward Island pays 55% of the costs of education. British 
Columbia pays nearly 30%, some other provinces as much 
as 25%, but in Great Britain and in practically all other 
British dominions, the state or provincial government pays 
over 50% of the cost of education and this is true also of 
many States of the Union. The movement today is every- 
where in favour of greater support by the provincial or 
central government. 

The reason for provincial support is obvious. A province 
should be responsible for the education of its citizens. It 
should provide them equality of educational opportunity and 
distribute the cost therefor among all its citizens according 
to ability to pay. One method of doing this would be for 
the province to take over education from the school districts 
and to administer it, imposing provincial taxes sufficient 
to provide the necessary funds. This has been done recently 
in a few of the States of the Union and has been advocated 
by Mr. King, the technical financial adviser for British 
Columbia. However, a complete centralization of education 
in a province is not likely to be acceptable to its citizens 
and it is doubtful if it would be wise since it might weaken 
initiative and prevent the progressive and experimental 
policies of the more prosperous areas. 

A method suggested by Dr. Mort is that a state should 
determine upon a foundation or minimum programme of 
education and should have this achieved for all its citizens. 
A province could either pay for this minimum completely 
or it could provide an equalization fund so that each district 
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would have the minimum or foundation programme without 
paying a tax heavier than that of the more prosperous dis- 
tricts. For example, suppose that the uniform tax rate is 
fixed at 5 mills. Then, if District A puts this tax upon its 
equalized assessment and gets the amount required by the 
minimum programme it will receive no funds from the 
province. If the tax of District B gives it four-fifths of 
this amount, it will receive one-fifth from the equalization 
fund and if the tax of C gives only one-fifth, then it will 
receive four-fifths from the state funds. 

In determining the foundation programme, Dr. Mort 
establishes objective criteria of costs in the terms of 
“weighted teacher” or “weighted pupil” units and estimates 
ability to pay according to the taxation upon the equalized 
assessment under the tax system actually in use in a dis- 
trict. The minimum programme which is selected may be 
either the average one actually in operation in a province 
or it may be one even lower than the average, and the costs 
for this minimum programme are determined by the actual 
costs for the districts in which it is in operation. 

The Canadian provinces have given their grants to edu- 
cation largely on the basis of effort and with little regard 
to the principle of equalization. Practically all provinces 
give grants to encourage special effort such as the teaching 
of manual training, household science, gardening, deficient 
or superior children, or in providing health programmes, 
library facilities, transportation of pupils, vocational guid- 
ance or vocational education. But since only the abler 
schools provide these things, the grants go almost entirely 
to these schools and consequently increase inequality. 

In the maritime provinces, in addition to these special 
grants, provincial support is distributed on the basis of the 
teacher’s license and years of experience and goes direct 
to the teacher. A special grant, however, may be given 
to a poor district paid in part out of the county fund and 
in part by the province, and granted according to the 
assessed value of the district. This grant to poor districts 
is an equalization grant, but since assessed values are so 
unequal and so far below true value, this special aid is 
often used to escape local taxation rather than to improve 
the school. 

In Quebec provincial grants are distributed for special 
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purposes, as already mentioned, and thereafter almost en- 
tirely on the basis of enrolment but with special grants for 
superior and high schools and for needy districts. 

Ontario combines special grants based on effort with 
grants on the equalization plan. Since the provincial grant 
is distributed according to the ratio between salary of 
teachers and the assessed values for the support of the 
teacher, or the weighted pupil ratio to assessed values per 
pupil, it equalizes to a considerable extent. Practically no 
aid is given to the larger cities, but the rural, elementary 
and high schools receive a large portion of their costs from 
the province.* 

In Manitoba and Saskatchewan, the provincial grant is 
distributed on the basis of 75c per teacher or class room 
in Manitoba, and of $1 per teacher in Saskatchewan. Man- 
itoba gives a grant of $4 per month for every non-resident 
high school pupil and special aid is given to poor rural 
schools, up to the amount of $500 per year. In Saskat- 
chewan, high schools and collegiate schools receive higher 
grants than elementary schools and these are based on the 
teacher basis. The Legislative Committee of Saskatchewan 
reported last year recommending the payment of grants 
entirely on the equalization basis. 

In Alberta, in addition to special grants and the flat 
grants to all schools similar to Manitoba and Saskatchewan, 
there is an additional grant on the equalized plan, according 
to which, when the district assessment is only $10,000 per 
teacher, the grant amounts to $2.80 per day for each school 
or class room for a period not to exceed 160 days; down 
to 20c per day when the assessment is just less than $75,000 
per teacher. This act has been very helpful to weak schools 
and has reopened a number that had been closed for lack 
of funds. 

In the province of British Columbia, the equalization 
principle has been pretty well adopted. For the calcula- 
tion of grants, minimum salaries are set up: $780, $1100 
and $1200 for elementary, junior and high school teachers 
respectively. Provincial grants provide the difference be- 
tween these amounts and the product of a local tax, levied 
at 1144 mills on the dollar for elementary schools, one mill 





*See M. A. Cameron, Financing Education in Ontario (University 
of Toronto). 
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for junior high, and 114 mills for high schools. But the 
grant for an elementary school must be at least $305 and 
it must be at least $25 more than this for the junior high 
and $75 more for the senior high school. A recent report 
of the technical adviser, Mr. King, recommends a uniform 
tax rate of 4 mills on all property, and the support of the 
schools by the province—at least this provincial support 
for a minimum programme. 

But to establish provincial support on an equalization 
basis there are two things necessary: namely, a true and 
uniform assessment of all properties or taxables within the 
province and an area of administration large enough to 
provide adequate service for high school education and to 
afford economical and efficient administration. 


Local Taxation 

In the provinces of Canada the city and the separated 
towns are municipal school districts. In Quebec the muni- 
cipality is the school district; the same is true in British 
Columbia for organized territory, but only 1% of the area 
of this province is organized and in the unorganized territory 
little one-teacher schools have been carved out. There are, 
of course, a number of consolidated schools and some of 
these include a municipality, but apart from these the small 
school district is the area for education administration. 
Table 1 shows over 6,000 such districts in Ontario, 4,914 
in Saskatchewan and a large number in the other provinces. 
Most of them are one-teacher districts. The cost of ad- 
ministration is excessive and the quality of the education 
narrow, rigid, and often inferior. In Quebec the local tax 
for schools is spread over the municipality. This larger 
area may avoid some of the inequalities of the smaller one- 
teacher districts but there are great inequalities between 
municipalities. Mr. Robbins, of the Educational Depart- 
ment of the Bureau of Statistics, shows clearly that there 
is as much difference between the rates of taxes in the 
municipal units of Quebec as there is between the small 
school districts of New Brunswick. An equitable system of 
education administration cannot, therefore, be secured by 
making smail municipalities the unit for all the revenues 
for schools. 

In the maritime provinces the larger amount of the 
local tax is raised by the small school district but from 
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8% to 16% of the school revenue is secured by a county 
tax or fund based on the county assessment and is dis- 
tributed to the districts partly on the basis of $120 per 
teacher for Nova Scotia and $60 per teacher for New Bruns- 
wick and then most of the rest is distributed among the 
schools on the basis of school attendance. Thus the county 
fund does equalize the tax burden to a slight extent. More- 
over the aid to poor districts taken out of the county fund, 
has an equalizing effect. 

In Ontario there are the provincial grant, a county school 
tax, a township tax, and the local district tax. The town- 
ship tax provides for nearly 38% of the rural elementary 
school costs or about the same as the local tax. This spreads 
half the local cost over the entire township and assists 
weak districts. The continuation and county secondary 
schools get over 50% of their revenue from a county fund 
and less than 20% from local taxes. Thus we find that On- 
tario equalizes the school burden by the use of township, 
county, and provincial grants. 

Manitoba has a municipal tax levied in addition to the 
district levy. The municipality taxes its ratepayers to the 
amount of $2.50 per day for each day a school is kept open 
and up to 200 days a year. This is equivalent to $500 for 
a district, which is spread over the municipality. Unfor- 
tunately, during the depression, neither district taxes nor 
municipal taxes have been collected in full. In Saskat- 
chewan and Alberta there is no such municipal tax. In 
British Columbia, the municipality is the unit in organized 
sections, but today the major portion of the burden is now 
provided by an equalization fund. 


Recommendations 


What is necessary to improve school administration? 
The special committees of several provinces which have re- 
ported in recent years have recommended as follows: 

1. That the small district be abandoned and that an area 
of administration be adopted large enough to provide pupils 
for a high school of average size which can offer several 
courses and which can employ the full time services of a 
competent superintendent. 

2. That the new district should not include more than 
75 or 100 teachers if there is to be adequate superintendence 
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by one person. The superintendent should be the executive 
officer who would in turn be under the supervision of the 
chief superintendent. 

3. That there be one board of trustees for the enlarged 
district representing men of vision and able with the guid- 
ance of the local superintendent to formulate a policy for 
the district and to execute it through its officers. 

4. This larger area is primarily one of administration 
but to a considerable extent and especially for high school 
education it will be also an attendance unit. It will there- 
fore provide transportation for pupils at the expense of 
the ratepayers. 

5. The larger area of administration will equalize taxa- 
tion within its own areas but not throughout the province. 

6. Fully one-half the cost of education should be met 
by provincial funds and should be distributed on the basis 
of equalization. The tax systems of the provinces should 
be so amended as to provide the necessary revenues in the 
most effective and just manner. 


ALLEGED NEGLIGENCE OF ACCOUNTANTS 
An Irish Free State Decision 


pean of importance to accountants have been re- 

ported of recent years concerning the statutory liability 
of auditors of companies incorporated under the Companies 
Acts. The position carries with it certain well defined duties 
and obligations which have no relation to any contract. 
There have been other cases where the duty of the ac- 
countant had to be examined in the light of the contract 
of employment. Of this latter type is an action brought in 
the Irish Free State by a solicitor, Hunt Walsh Leech, 
against Messrs. Stokes Bros. and Pim, chartered account- 
ants, of Dublin, seeking £3,750 damages for alleged negli- 
gence and breach of duty as auditors. The trial lasted 
through several days and judgment was rendered by Mr. 
Justice Hanna of the High Court on 23rd November 1936. 
We are indebted to The Accountant (London) for extensive 
notes of the trial and for the full text of the judgment 
which appeared in the issue of 12th December 1936. An 
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editorial note states that an appeal is being taken from the 
decision which dismissed the action with costs. 


The Contract 


The plaintiff brought his action as surviving partner of 
a firm consisting of two solicitors. His deceased partner 
had offices in Dublin while the plaintiff resided at Coleraine 
and was in charge of the firm’s other offices at that place. 
The deceased partner, Fetherstonhaugh, engaged the ac- 
countants, and the plaintiff had no contact with them at 
any time. The original engagement was made orally by 
the solicitor with the head of the accounting firm, who was 
a personal friend, and, notwithstanding some conflict, Mr. 
Justice Hanna was satisfied that the accountants were only 
called in to assist Mr. Fetherstonhaugh in the preparation 
of his firm’s income tax return. To do this, it was neces- 
sary for them to determine the firm’s income. In fact a 
profit and loss account was prepared solely from such data 
as was available. The plaintiff alleged that even on such 
instructions the preparation of a balance sheet was essen- 
tial. The defendants contended that this had not been asked 
for and that it was not, therefore, their duty to prepare 
it. His Lordship’s opinion was that the defendants’ view 
was erroneous and that if the preparation of a balance 
sheet was a reasonably prudent and careful step for an 
auditor to take, having regard to the work, it was undoubt- 
edly the duty of the auditors to prepare it. Incidentally, 
His Lordship refused to draw a legal distinction between 
the obligation upon an auditor and that upon an accountant. 
His remarks on this subject merit quoting :— 


Accountants (which is a generic term of the profession) 
may draw a professional and conventional distinction between 
auditing and accountancy to the effect that in accountancy you 
may take things for granted and without vouching which you 
cannot do in an audit, and that accountancy may be a cheap and 
speedy job, as in this case, while auditing, whether full or partial, 
is not. So far as this case is concerned, the defendants cannot 
ride off on such a distinction, which, in my opinion, has no basis 
of legal principle to support it. Whatever description accountants 
may care to give to their work is a matter of indifference to the 
law. The legal obligation remains the same, to exercise such care 
as a reasonably diligent, cautious and careful auditor should use 
according to the practice of the profession. 


The Accounts 


The solicitors represented some forty-seven estates and 
collected and paid over rents received from tenants, retain- 
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ing fees calculated on a commission basis. Two banking 
accounts were kept, one for clients and the other for other 
funds. When the accountants first entered upon their du- 
ties the bookkeeping was almost primitive. A clerk named 
Hill, who had been with the firm for many years, was both 
cashier and bookkeeper and he produced a book, known as 
the costs furnished book, and a bundle of weekly summaries 
which contained the record of the expenses. Mr. Fether- 
stonhaugh explained that the book would contain a state- 
ment of all the firm’s income, and the summaries, all the ex- 
penses of the firm. The accounting firm’s assistant said that 
he understood from his chief, Mr. Stokes, and from Mr. 
Fetherstonhaugh that he was simply to extract the figures 
from the books and that he acted upon this understanding. 
He never asked about any other books and never heard 
about any other books or saw them. In fact, there was a 
bank pass book but no cash book and no clients’ ledger. 
His Lordship stated that the bookkeeping was conducted 
in the most careless and slipshod manner. The costs furn- 
ished book contained entries of costs furnished and of 
agency fees mixed up in the most unusual manner and 
brought out as one tot. When the rents were received a 
correct receipt was given and a counterfoil filled, and the 
rentals, kept in loose sheets, were written up as they were 
furnished at various dates to the client. 


The Defalcations 


Hill had in fact in 1928 been misappropriating funds 
to his own use since 1920 and when the frauds were dis- 
covered in 1934 he had purloined £3,500 which was the 
amount of damages sought in this action. His Lordship 
stated that it was not entirely clear how this had been done 
but that the embezzlements were always from clients’ 
funds. Apparently from time to time moneys were trans- 
ferred from one bank account to the other but at the end 
it was the clients who were out of pocket and the plaintiff 
had repaid large parts at the date of the trial. 


Allegations of Negligence 


There were several allegations of negligence. The first 
of these was that a balance sheet was essential to the as- 
certainment of the firm’s income. His Lordship disagreed 
with this contention and with the expert evidence of certain 
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accountants called by the plaintiff. He felt that a correct 
profit and loss account for income tax could in fact be made 
out without a balance sheet. He was equally satisfied, how- 
ever, that any accountant of standing would not have 
omitted to prepare, if possible, a balance sheet as supple- 
mentary to the profit and loss account. He was satisfied, 
too, that if a proper balance sheet had been prepared the 
defalcations would necessarily have appeared upon it. Mr. 
Justice Hanna concluded on the evidence that, in the ab- 
sence of a clients’ ledger and cash book, it was impossible 
to prepare a balance sheet. The accountants were paid about 
£5 annually for the work they did whereas the auditors, 
who uncovered the defalcations, were paid £300 for what 
they did. They were called in on behalf of an incoming 
partner to value the partnership assets and what they did 
illustrated the difference between the work they undertook 
and what it was reasonable to expect of the defendants. 
The assistant, Deane, who did the work in the first three 
years, did not suggest that proper books should be kept ex- 
cept that he did recommend that the data on the weekly 
summaries should be recorded in a receipts book ledger so 
as to facilitate an analysis of the entries. Deane was criti- 
cized by His Lordship, though not severely, for having 
failed to report to Mr. Stokes the need for proper books. 
His successor, McClelland, on the occasion of his first attend- 
ance, asked for other books. Deane had not done so and was 
likewise criticized for not doing so. In neither respect did 
the learned judge feel that there was actionable negligence. 
There were no other books than those produced to Deane 
and His Lordship felt that Deane was led into quiescence by 
his understanding of the instructions of Mr. Stokes and of 
Mr. Fetherstonhaugh. 

Further allegations of negligence were that a diligent 
and careful auditor would not have omitted to check the 
agency fees with the rentals nor to have checked the bank 
balance with the cash especially when there was no balance 
sheet. As to the former the learned judge found two 
answers. The agency fees did in fact check with the rentals 
and there was no discrepancy there. As to the latter, he 
felt that no checking of the cash against the bank account 
would have revealed the frauds. It would have been neces- 
sary to go back to the counterfoils, the receipts, the loose 
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rentals, the cheques and possibly by enquiries from the 
clients themselves as had been done by the investigating 
auditor. Accordingly, His Lordship would not impute 
actionable negligence or breach of duty against the auditors 
under the particular circumstances of the case, the limited 
nature of the accounts required, the absence of proper books 
and the lack of necessity for a full and expensive audit. 

When McClelland took over Deane’s work the nature of 
the work took on a new complexion. On McClelland’s recom- 
mendation Mr. Stokes spoke to Mr. Fetherstonhaugh and 
advised him of the very bad condition of his books and 
told him that he ought to know what his real financial con- 
dition was. Mr. Fetherstonhaugh told him to put in what 
books he deemed necessary. McClelland did so and in- 
structed Hill in the operation of a cash book and a ledger. 
Hill, however, soon reverted to the old method and when 
McClelland spoke to the solicitor he was told that Hill was 
very busy and had not sufficient time to keep the books up 
to date. McClelland was, therefore, driven in 1932 to pre- 
pare the account on the same line as before. It was dis- 
covered later that during this period Hill had prepared, in 
anticipation, dummy receipts for the cash. 

In the course of McClelland’s inspection in 1932 he noted 
that about £1,250 had been paid into the clients’ funds bank 
account that should have been in the firm account. It was 
contended that this irregularity should have put him on 
the alert that something serious was wrong. Mr. Justice 
Hanna was satisfied, however, that it was common practice 
for Hill to do this. In the following year McClelland found 
that the transfer was not made till July—eleven months 
later, but His Lordship felt that Hill’s methods of book- 
keeping were so peculiar that McClelland could not fairly 
be held responsible for not making a thorough vouching. 

It was alleged, finally, that under the special circum- 
stances of the case the certificate appended to the accounts 
was not such as a careful and diligent auditor should have 
given. There was little question that the first certificate 
was satisfactory. It stated that the account was prepared 
from the books and, subject to a concurrent report, was 
correctly drawn. The report stated the sources from which 
the account had been drawn. In later years, however, the 
report simply stated that the account had been drawn from 
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the books and was correct in accordance therewith. His 
Lordship was satisfied, however, that only three persons 
were concerned, the two solicitors and the inspector of taxes, 
and that none was misled by it. Otherwise, he would have 
criticized the report as not disclosing clearly that the ac- 
counts had not been vouched. He was quite sure that it 
had never occurred to the plaintiff that it was open to him 
to infer that there had been a complete audit. 


The Judgment 


Mr. Justice Hanna summarized his conclusions as fol- 


lows,— 

(1) The instructions given to the defendant firm were to prepare 
a report of profits for the Inspector of Taxes. 

(2) For this purpose, an auditor should, if possible, prepare a 
balance sheet in addition to a profit and loss account. The prepara- 
tion of a proper balance sheet would have disclosed the defalcations. 

(8) A balance sheet under such circumstances should not be 
dispensed with save on the instructions, express or implied, of the 
client; and it may be implied from the nature of the work directed 
to be done. 

(4) In this case there was no proper bookkeeping material avail- 
able for the preparation of a balance sheet. 

(5) There was only available the costs furnished book and the 
weekly cash summaries placed before the auditors. 

(6) In the special circumstances of this case, the auditors were 
not negligent in accepting the assurances of the active partner that 
the costs furnished book and the weekly cash summaries contained 
the correct records of income and expenditure. 

(7) That the auditors were justified under the special circum- 
stances in preparing the profit and loss account from this material 
and these accounts were in fact accurate in all respects. 

(8) That in the preparation of the profit and loss accounts there 
was nothing to reasonably arouse the suspicion of the auditors. 

(9) That the work done in reference to the new books and the 
reconciliation of the bank account in 1932 and following years was 
independent of the instructions to prepare the income-tax accounts. 

(10) That there was no reasonable or business necessity to vouch 
the agency fees. 

(11) That the vouching of the agency fees could not reasonably 
have been done in such a way as to disclose the defalcations. 

(12) That there was no actionable negligence or breach of duty 
on the part of the defendants in any of the matters relied upon. 

It is unnecessary, therefore, to consider the question as to whether 
the amount of the defalcations by Hill would be recoverable as dam- 
ages flowing from the breach of the contract. I, therefore, give 
judgment for the defendants with costs. 
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AN ECONOMIC REVIEW OF 1936 


Professor J. P. Day, 
McGill University, Montreal 


An Unusual Antithesis 


_ outstanding characteristics of 1936 can be succinctly 

stated: it was a year of general economic recovery but 
of rapid deterioration in the international political situation. 
This is an unusual antithesis. International animosities, 
ever since they ceased to be caused by dynastic squabbles, 
have usually become inflamed, if not entirely caused, by 
clashes of economic interests. The strains and stresses of 
economic depression cause or intensify political tension, but, 
as depression passes into a reviving prosperity, one would 
expect an easement in political trouble. This expectation 
was not realized in 1936, and the following paragraphs 
attempt an explanation of why it was not. 

The economic organization of the World has very con- 
siderable inherent powers of self-recuperation, if it be 
granted a period of quiet convalescence. There need not be 
any lack of employment until mankind prefers more leisure 
to additional wealth, nor any lack of aggregate purchasing 
power since the increasing goods and services produced 
and offered are themselves an additional demand as well 
as an additional supply. “What best favours the sale of 
one commodity is the production of another,” remarked Jean 
Baptiste Say more than a hundred years ago, for the pro- 
ducer of the new commodity has now something to offer 
to the owner of the other. But, of course, productive effort 
must be kept in proper equilibrium; goods produced to ex- 
cess will not sell at prices covering their costs of production; 
on the other hand, monopolistic restraint of production will 
reduce both employment and the output of real wealth. 
If goods and services are all coming on to the market in 
the right proportion compared to the demand, the price will 
be such as to permit of full exchange and full employment. 
This perfect equilibrium is never reached, being continually 
upset by changes in tastes and preferences and by changes 
in technical methods of production and in harvest returns, 
to say nothing of direct government interference and the 
‘rigidities’ of certain economic factors. But the tendency 
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towards economic equilibrium is always at work, the gradual 
shifting of labour and capital from less to more profitable 
employments. 

The Great War caused a tremendous maladjustment of 
economic effort and left an impossible burden of debt which 
had somehow to be liquidated. Given a period of quiet con- 
valescence, the self-recuperative power of the economic or- 
ganization would have restored prosperity, but the post-war 
period has been anything but a period of quiet convalescence. 
As a result, in those countries where the economic stress 
became most severe or the people were least phlegmatic, or 
both, impatience has not allowed economic disorder to cure 
itself, and the demand has been for some state authority to 
take control of the whole economic organization, to grasp the 
entire sorry scheme of things and remould it. This economic 
planning under dictatorship has taken two forms: Com- 
munism and Fascism, and at first sight there does not seem 
any over-powering reason why they should not have gone 
ahead with their experiments peaceably, if not amicably. 
Communism, however, appears to consider that its final 
success demands that the rest of the World should follow 
the same path: while the Fascists allege that their system 
cannot fully succeed unless they have direct access to, and 
control of, raw material producing areas. Both systems 
are essentially a small minority group demanding complete 
obedience to the orders by which they attempt to foster the 
general welfare of their people, but their views of the nature 
of general welfare are in many respects opposed, and the 
success of either system breeds discontent among the citi- 
zens under the other. For whatever reasons, they have be- 
come bitterly antagonistic, and most of Europe seems to be 
being forced into two hostile camps. It is this development 
which has led to the growing political tension even though 
there has been distinct economic recovery. It is, indeed, 
remarkable that the economic recovery in 1936 was as great 
and as widespread as it was, in the face of the growing 
political tension, the sanctions against Italy, and the civil 
war in Spain. No further reference will be made in this 
article to the influence of political uncertainty, but it must 
be carried in mind both as hampering the economic progress 
made in 1936 and threatening its continuance or even fore- 
boding its collapse in 1937. 
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Increased Economic Activity in the Industrial Countries 

One of the major maladjustments caused by the War, 
and aggravated later by other influences, has been the re- 
lative overproduction of primary products. The difficulties 
in the wheat, rubber, sugar, coffee, cotton, copper, and other 
trades are well within recollection, but it should be re- 
membered that the low price of such goods, however dis- 
tressful for primary producers, had its recuperative influ- 
ence. Industries found they could get their raw materials 
more cheaply; the reduction in the price of food stuffs 
and the cost of living made cuts in nominal wages possible; 
while lower rates for money made new borrowing less ex- 
pensive and permitted the refunding of debt on easier terms. 
These reductions in the costs of production did not im- 
mediately stimulate additional output, since there were too 
many obstacles to a revival of business confidence, in par- 
ticular the continued fall in the selling price of manufactured 
goods. But after the general abandonment of the gold stan- 
dard, led by Britain in 1931, prices ceased to fall, and the 
revival of economic activity in the industrial countries really 
dates from 1932. Slow and tentative at first, the revival 
has gathered force, and the most striking fact in the eco- 
nomic history of 1936 is the increased economic activity 
in the industrial countries. 

Indices of Industrial Production: 1929 = 100 


Monthly United United 
average Kingdom States Canada France 
1935 105.7 75.6 81.3 67.4 


1936 (Jan.-Oct.) 114.1 85.9 87.5 70.4 
These figures illustrate the general increased activity in 
industrial production throughout the World, but the rate 
of increase varied from country to country, and in France 
and the gold bloc countries production remained fairly 
stagnant. 

While much of this improvement was due to the healthy 
normal recuperative powers of private enterprise, there 
were, however, two other powerful causes at work. One was 
the spurt in rearmament which brought a rapid extension 
in the heavy industries such as iron and steel, and also 
directly affected the countries supplying certain raw ma- 
terials, e.g. the non-ferrous metals. The second cause was 
the heavy government expenditure in some countries by 
means of deficiency budgetting. Large sums distributed as 
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subsidies, pensions, or unemployment relief, induced in- 
creased consumption which stimulated production and en- 
couraged expansion in the capital industries. 


Higher Prices for Primary Products 


However caused, the increase in industrial activity led 
to an increased demand for raw materials. As the prices 
of raw materials and most food stuffs rose, the national in- 
come of the exporting countries rose, and they were able 
to increase their imports of manufactured goods. 


Sterling price of certain commodities: 1929 = 100 
Silk Copper Rubber Wheat Wool PigIron Sugar 
June 1935 38.7 37.3 58.5 55.5 44.1 91.7 81.9 
June 19386 49.3 47.2 738.1 67.2 523 106.4 87.4 
% increase 27.4 26.5 25.0 211 186 160 £67 
This rise in prices is continuing in most cases. 
End of Dec. End of Dec. 


1935 1936 
Wheat: Liverpool fut. Mar. (100 lb.) 6/3% 8/954 
Copper: standard cash (ton) ...... £35 £4744 
Rubber, smoked sheet (Ib.) ....... 6, d. 101% d. 
Wool: tops 64’s average (Ib.) .... 31 d. 86d. 
Sugar: Cuban c.i.f. (cwt.) ........ 5/3 5/214, 


It will thus be seen that the major lack of equilibrium caused 
by the relative over-production of primary products is now 
well on the way to being corrected, and corrected in the 
better way, not so much by restriction of output of the 
primary products as by an increase in the production of 
manufactured goods. This must make for greater World 
prosperity, though the pace at which it comes is partly 
dependent on an increase in international trade. 


The Lag in International Trade 

While 1936 experienced a considerable increase in in- 
dustrial production and better prices for raw materials and 
food-stuffs, the revival in international trade has been much 
less marked. The monthly index-number for the quantum 
of international trade, based on 1929 as 100, averaged 82.3 
for 1935, and only increased to 83.4 for the first nine months 
of 1936. It would seem, therefore, that much of the in- 
creased industrial production was consumed in the home 
markets and that the increase in the value of imports of 
raw materials and food-stuffs was mainly due to an increase 
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in their price. The reasons for the failure of international 
trade to revive are to be found in the obstacles that countries 
have deliberately placed against imports; the new protec- 
tionism with its use of quotas and exchange controls is 
much more effective in restricting trade than the older 
method of a tariff. Over a great part of the World there is 
the definite desire to trade less and to become more self- 
supporting, the consequent reduction in wealth and welfare 
being supposedly compensated by a greater security. In- 
ternational trade was also reduced by the imposition of 
economic sanctions against Italy from October 1935 to 15th 
July 1936, by the prohibition since January 1936 of Russian 
exports to countries where exchange control prevented reg- 
ular payment, and by the paralysis of economic activity in 
Spain. On the other hand, attempts have been made to 
increase international trade by bilateral agreements, and 
in particular the treaties made by the United States have 
had considerable influence since, by the unconditional most- 
favoured-nation clause, concessions granted to one country 
are extended to others. The Canadian treaty with the 
United States came into force at the beginning of 1936 with 
benefit to the trade of both countries. The Ottawa Agree- 
ments are due for revision and modification after August 
1937. 


Aid From New Industries 

In the endeavour to correct maladjustment in productive 
effort and to restore economic equilibrium, it is usually easy 
to see which industries and occupations have been relatively 
over-developed: it is not so easy to discover which are those 
permitting of economically justifiable expansion. Capital 
and labour, drifting away from over-developed and there- 
fore unprofitable fields, are not at once and fully absorbed 
into other fields which could profitably utilize them, partly 
because these opportunities are not recognized—the busi- 
ness world always tending to estimate profits in monetary 
units rather than in purchasing power—partly because, if 
recognized, those already in do not want to spoil a good 
thing, and competition from outside is discouraged from 
starting by the prevalent uncertainty and pessimism. Hence 
capital tends to become idle and workers unemployed, with 
a cumulative evil effect on the whole economy. At such 
times, the springing up of a new industry offering profitable 
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employment to capital and labour is a great help, so great 
that some economists have even held that the coming of 
a new great industry is almost essential to recovery from 
a deep depression. In discussing the economic recovery 
which has recently taken place, allusion should be made 
to the help that has come from the newer industries. The 
automobile and the artificial silk industries are perhaps not 
entitled to be still called ‘new’ industries, but they have 
been expanding ones, while radio, many domestic electric 
appliances, plastics, and aircraft may rightly be termed new. 
Much of the recovery in England, for example, has been 
due to the new industries, especially the electric ones. Two 
other cases of rapid expansion are the trade in citrus fruits 
and gold-mining, the former due to a new preference in 
foods, and the latter to the well-recognized fact that gold 
mining always flourishes in times of falling prices. 


Canada 


Canada has shared fully in the economic recovery of 
1936. Figures have been already given to show that, as 
in the rest of the World generally, there was an increase 
in industrial activity. Comparing the first ten months of 
1936 with the same period in 1935, the official index of 
manufacturing production shows an increase of 10.5%, and 
electric power production, attaining a new record, a gain 
of 9.4%. The greatest help, however, came from the rise 
in the price of primary products. The Dominion Bureau 
of Statistics estimates that, though the production of wheat 
was 44 million bushels less in 1936 than in 1935, the higher 
price obtained will yield a gain of $30,000,000 in the gross 
value. For all field crops, they estimate a gain of 17% or 
$85,000,000. Lumbering had a good year, helped by the 
50% reduction in the United States tariff against Canadian 
lumber, while newsprint, though not benefiting much in bet- 
ter prices, increased its production by 16%, and the export of 
wood-pulp was 18.9% greater. The mineral industry, metal- 
lic and non-metallic, is, according to the Deputy Minister 
of Mines, more prosperous now than at any time in its his- 
tory. Improvement in the construction industry still lagged 
behind, the estimated increase in construction contracts 
awarded in 1936 being only 1.4% over 1935. The fishing 
industry was helped by the United States Trade Agree- 
ment but injured by the reduced export to Italy and Spain: 
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70% of the product of Canadian fisheries is normally ex- 
ported, and while fresh fish exports showed a gain of 11.7%, 
the exports of smoked, pickled, dried and salted fish recorded 
a decline of 13.4%, especially noticeable being the reduction 
in the export of dried cod fish. 

It has been mentioned that in the World generally the 
recovery in international trade during 1936 lagged behind 
recovery in production, but in Canada we have been more 
fortunate. The first ten months of 1936 showed an increase 
of 21.4% in exports and 13.2% in imports over the corres- 
ponding period of 1935. The explanation lies in several 
considerations: the economic revival in the great country 
to the south, the absence of any new government obstacles 
to trading and the conclusion of beneficial trade agreements, 
the freedom of the exchange rates from artificial control 
and, helped no doubt by the export of over 2,000,000 ounces 
of gold to the United States, the maintenance of reasonably 
stable rates with sterling and the United States dollar. 


The Outlook for 1937 


Economists are always being asked for prophecies but 
they are wisely reluctant to commit themselves. There are 
too many unknown factors to make possible any forecasts 
which might not easily be upset by future events impossible 
now to estimate. To take a simple illustration, how far 
will the tourist traffic in Canada improve in 1937 on last 
year when thirteen million people are said to have visited 
Canada, a larger total than in 1929, though they may have 
spent less than the 307 million gold dollars expended in 
1929. Are we to say that continued increasing prosperity 
in the United States will bring a larger number of wealthier 
tourists or may it not be that the number will decrease 
because of the rival attractions of the Coronation in Eng- 
land and the International Exposition in Paris, or again 
will disturbed political conditions discourage visits to 
Europe? Two of the safest prophecies in my opinion are 
that there will be a fall in the value of gold mining shares 
and in United States Government bonds, but such state- 
ments have little worth unless they are supported by a 
careful exposition of all the conditions tending towards 
those results and a warning of the possibilities that might 
delay the expected falls, all of which would occupy too much 
space for this article. 
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The utmost that this writer cares to venture upon is to 
draw attention to the following facts and leave the reader 
to draw his own conclusions and modify them as circum- 
stances change. 

1. So far as the stock market is an indicator, the ex- 
pectation is that economic recovery will continue. 

Indices of Market value of industrial shares, 1929 = 100 


United United 

States Kingdom France Canada 
October 1935 52.5 100.0 35.8 57.3 
October 1936 72.5 122.3 34.9 79.5 


The French index has recovered since devaluation and may 
be expected to continue to do so. 

2. Political uncertainty will continue to exert a dominat- 
ing influence: any real settlement of political troubles would 
have a very stimulating effect on economic revival. 


3. Much of the economic recovery of the past few years 
is solidly based and represents a nearer approach to genuine 
economic equilibrium. Whatever may happen, what has 
been accomplished in this respect is all to the good, and 
the effects tend to be cumulative. 

4. The stimulus to production and employment given by 
expenditure on rearmament and by deficiency budgetting is 
likely to be temporary, and their long-run effects are in- 
jurious to economic welfare. 

5. There is reason to suppose that economic conditions 
in Germany, and possibly financial conditions in Italy and 
Japan, are precarious. 

6. In so far as economic recovery is based on rising 
prices, a rise in the cost of living is also involved. This 
is likely to lead to industrial unrest, especially perhaps 
in France and the United States, which, if protracted, will 
adversely affect economic recovery. 

7. In spite of the very considerable revival of business 
activity and optimism in the United States which will gen- 
erate a momentum that tends to carry it along, there are 
unpleasant possibilities overshadowing the position. In the 
first place, the ability of the revamped banking, Federal 
Reserve, and treasury machinery to control another infla- 
tionary mass speculation boom, based on the record high 
money resources, has not been tested, and if even it proves 
successful will not win without a cost. In the second place, 
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the banking situation has its ugly features. The banks 
are overloaded with bonds, especially government securities. 
A fall in the value of bonds would seriously affect the 
balance sheet of the banks; but any attempt to reduce these 
bond holdings will accelerate the fall in value. There are, 
in any case, many reasons for expecting a fall in bond values, 
fundamentally either through a decrease in demand or an 
increase in supply. The decrease in demand comes from 
the switch into common stocks as economic revival pro- 
gresses; the increase in supply comes from the necessity 
for additional government issues so long as there is a 
budget deficit, and there seems also some possibility of the 
government selling obligations as a method of sopping up 
surplus money and checking speculation. 

8. In Canada the overdue revival in the construction 
trades should eventuate, helped by the new Home Improve- 
ment Plan. On the other hand, we have still the difficulties 
of public and railroad finance, and Alberta seems determined 
to ride her monetary heresies to a fall. 


RULES RESPECTING ACCOUNTS 


Passed by the Benchers of The Law Society of Upper 
Canada on the 28th day of December, 1936 


1. Every barrister and solicitor shall keep such books 
and accounts in connection with his practice as may be 
necessary to show and distinguish (a) the moneys received 
from or on account of and the moneys paid to or on ac- 
count of each of his clients, and (b) the moneys received 
and the moneys paid on his own account. 

2. Every barrister and solicitor who holds or receives. 
money on account of a client (save money hereinafter ex- 
pressly exempted from the application of this rule) shall 
forthwith pay such money into an account at a chartered 
bank (or trust company or loan company authorized by 
law to receive money on deposit) to be kept in the name 
of such barrister and solicitor and designated as a trust 
or client account. Any barrister or solicitor may keep one 
such account, or as many as he thinks fit. Provided that 
where a barrister and solicitor receives money representing 
in part money belonging to the client and in part money 
due to the barrister and solicitor, he may, where practicable, 
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split the money and pay into the trust or client account 
that part only which represents money belonging to the 
client. In any other case he shall pay the whole of such 
money into the trust or client account. 
8. Except as in these rules otherwise provided, no money 
shall be paid into the trust or client account other than: 
(a) Money held or received on account of a client: 
(b) Money for the replacement of any sum which 


may by mistake or accident have been drawn 
from the account in contravention of these rules; 


(c) Money received by the barrister and solicitor 


representing in part money belonging to the 
client and in part money due to the barrister 
and solicitor, when the same has not been split 
as provided by Rule 2 hereof. 


4, Except as in these rules otherwise provided, no money 
shall be drawn from the trust or client account other than: 
(a) Money properly required for payment to or on 


(b) 


(c) 


behalf of a client or for or towards payment of 
moneys due to the barrister and solicitor from 
a client, or money drawn on the client’s author- 
ity or money in respect of which there is a li- 
ability of the client to the barrister and solicitor ; 
provided, that the money so drawn shall not in 
any case exceed the total of the money so held 
for the time being for such client; 

Money which may by mistake or accident have 
been paid into such account in contravention of 
these rules; 

Such money belonging to the barrister and solici- 
tor as may have been paid into the account under 
Rule 3 (c). 


5. Rules 2, 3 and 4 shall not apply to money which: 


(a) 


(b) 


(c) 


The client in writing requests a barrister and 
solicitor to withhold from the trust or client ac- 
count or to deposit elsewhere; 

A barrister and solicitor pays into a separate ac- 
count opened or to be opened in the name of a 
client or some person named by that client or 
the duly authorized agent of that client: 

In the ordinary course of business upon its re- 
ceipt is paid on behalf of the client to a third 


party ; 
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(d) Is upon its receipt paid to the client; 
(e) Is paid to a barrister and solicitor expressly on 
account of costs. 

6. No barrister and solicitor shall at any time permit 
the account of a person in any trust or client account to 
be overdrawn. 

7. The benchers of the Law Society of Upper Canada 
and (or) the discipline committee, acting either on their 
own motion or on written complaint lodged with them may 
at any time require an investigation to be made by a Char- 
tered Accountant designated by the benchers and (or) the 
discipline committee, either by general regulation or par- 
ticular designation, of the books and accounts of any mem- 
ber or members of the Law Society for the purpose of 
ascertaining and reporting whether these rules have been 
and are being complied with by such member or members 
and such member or members shall produce to such Char- 
tered Accountant all such evidence, vouchers, records, books 
and papers as such Chartered Accountant may require for 
the purpose of such investigation. Such Chartered Ac- 
countant shall report to the discipline committee in such 
manner as that committee may require. 

Before instituting an investigation on a complaint made 
by a third person, the benchers and (or) the discipline 
committee may require prima facie evidence that a ground 
of complaint exists, and may require the payment by such 
complainant to the Law Society of a reasonable sum to be 
fixed by the benchers and (or) the discipline committee to 
cover costs of the investigation and the costs of the bar- 
rister and solicitor against whom the complaint is made. 
The benchers and (or) the discipline committee may deal 
with any sum so paid in such manner as they think fit. 

Such Chartered Accountant shall report the result of 
his investigation to the benchers and (or) the discipline 
committee and furnish a copy of his report to the said 
member or members. 

8. Nothing in these rules shall deprive a barrister and 
solicitor of any recourse or right, whether by way of lien, 
set-off, counterclaim, charge or otherwise, against moneys 
standing to the credit of a trust or client account. 

9. In these rules, unless the context otherwise requires, 
the words “barrister and solicitor” include a firm of bar- 
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risters and solicitors and a person who is either a barrister 
or solicitor. The word “money” includes current coin, gov- 
ernment or bank notes, cheques, drafts, post office orders 
or express or bank money orders. The word “client” in- 
cludes any person or body of persons corporate or unincor- 
porate on whose behalf a barrister and solicitor in connec- 
tion with his practice receives money. 

Words importing the masculine gender shall include fe- 
males, and words in the singular shall include the plural, 
and words in the plural shall include the singular. 

10. The benchers, on the report of the discipline com- 
mittee, shall have power to treat any infringement of these 
rules or any failure to comply therewith as professional 
misconduct. 

11. These rules shall come into operation on the first 
day of February, A.D. 1937. 


Position Filled 


The Industrial Corporation which advertised in our Jan- 
uary issue for an Accountant informs us that the number 
of replies to its advertisement exceeded its expectations, 
and asks us to state that therefrom it has been able to 
select the man needed for this position. 


Readers will notice that another advertisement appears 
this month for an Accountant to take full charge of the 
accounting department of a stock broker’s office. 


Fidelity Bonds 


CLEAR - CONCISE - UNAMBIGUOUS 
CONTINUOUS 
FREE FROM WARRANTIES 


A Canadian Surety Fidelity Bond Will 
Protect Your Assets 


WRITE FOR PARTICULARS 


MONTREAL - TORONTO - WINNIPEG - VANCOUVER 


ST. JAMES’ SCHOOL OF ACCOUNTING 


Principal: C, N. Knowles, A.C.A. (Eng.) C.A. (Can.) 


TUITION BY CORRESPONDENCE 
Bookkeeping 
Elementary and Advanced Accounting 
Auditing—Costing and Budgeting 
Executive Accounting 


Booklet on request 


437 ST. JAMES STREET WEST - - - MONTREAL, QUE. 


HIGHER ACCOUNTING 


Some of the topics treated give a good idea of the comprehensive nature of the 
course :—Mathematics, Joint Stock Companies, Partnerships, Commercial Law 
and Statutory Requirements, Financial Statements, Auditing, Investigations, 
Systems, Executorships, Insolvency, Costi Accounting, Municipal Accounts. The 
course is arranged in distinct sections so that we can catch step with the 
student at any stage in his advancement and carry on to completion. In just 
the same way, any topic or topics may be studied irrespective of others. We 
are pleased always to oblige our students. The course is under the direction 
of Professor W. S. Ferguson, C.A., A. C.LS. Particulars may be had from 


SHAW SCHOOLS LIMITED, Bay & Charles Sts. 


TORONTO, CANADA Kingsdale 3165 






A Complete, Modern and Efficient Banking Service 


We invite you to place your deeds, bonds and other valuables 
in our vaults, Safety Deposit Boxes may be rented at very 
low rates. 


THE CANADIAN BANK OF COMMERCE 


One of the. world’s largest and strongest banks 
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ACCOUNTANT WANTED 


A member of the Toronto Stock Exchange requires an 
accountant thoroughly experienced in the routine and ac- 
counting of a broker’s office to take full charge of accounting 
department and staff. Applicants should state age, particu- 
lars of experience and references which will be treated as 
confidential. 

ADDRESS “BROKER” 
c/o THE CANADIAN CHARTERED ACCOUNTANT, 
10 ADELAIDE STREET EAST, 


TORONTO, ONTARIO. 


Who May Subscribe to 
The Canadian Chartered 


Accountant ? 


The Canadian Chartered Accountant is an educational 
publication, and all interested in Accountancy and wishing 
to keep informed upon the subject may become subscribers. 
In other words, subscriptions are not confined to the mem- 
bers of The Dominion Association of Chartered Account- 
ants, but the privilege to subscribe is open to all. 


A sample copy of the latest issue of The Canadian 
Chartered Accountant will be sent on request to prospective 
subscribers. Subscription price, two dollars per year 
(twelve monthly issues). All inquiries should be sent to 
The Editor, The Canadian Chartered Accountant, 10 
Adelaide Street East, Toronto. 
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Our Contributors This Month 


After reading his article on “Robinson Crusoe, Book- 
keeper,” it is quite evident to us that ArcHIBALD WILLIAM 
Currie is interested in learning more of the facts about the 
early history of accounting. He is a graduate of Queen’s 
University (B.A. and B.Com.)and of Harvard School of 
Business Administration (M.B.A.). For the past two years 
he has been a lecturer in Commerce and the assistant to the 
Director of Courses in Commerce at Queen’s University. 


Joun P. Day, Ph.D., Professor of Economics at McGill 
University, has on a number of occasions contributed to 
our pages, among his most recent articles being “Cur- 
rency Stabilization” in our issue of last December. This 
month he reviews general economic conditions during 1936 
and points to some of the trends for 1937. 


The subject of the valuation of stock in trade at balance 
sheet date is always a live topic, and in a paper “Basic In- 
ventory Values for Certain Industries” in this issue 
Gorpon CurRRIE Ferrie gives his thoughts on the mat- 
ter. Mr. Ferrie received his public and high school educa- 
tion in Hamilton, Ontario, and took part of the course in 
actuarial science at the University of Toronto. Before serv- 
ing in France with the Canadian Machine Gun Corps he 
had some years’ experience in the tabulating and cost de- 
partments of the Steel Company of Canada and the Inter- 
national Silver Company. Following the War he entered 
upon a course of training in the office of C. S. Scott & Co., 
chartered accountants, Hamilton, and in 1923 passed the 
final examination of the Institute of Chartered Account- 
ants of Ontario. He is now in public practice in Hamilton 
(Richardson, Ferrie & Co., chartered accountants). 


Wi-rrep Currier KEIRSTEAD was born in King’s County, 
New Brunswick, in 1872. He is a graduate of the Univer- 
sity of New Brunswick (B.A. 1898, M.A. 1900), of the Uni- 
versity of Chicago (Ph.D. 1903) and of Acadia University 
(D.C.L. 1931). From 1908 to 1932 he was Professor of 
Philosophy and Economics at the University of New Bruns- 
wick, and since 1982 Professor of Philosophy and Education. 
Besides serving on a number of Government Commissions 
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for his province, he was during the War years, the New 
Brunswick representative on the Canada Food Board. His 
article on “Taxation for School Purposes” this month deals 
with a matter of widespread interest to readers in every part 
of Canada. 


JAMES CoTTEW THOMPSON, who writes on “Social Credit,” 
was born in South Shields, England, in 1894 and came to 
Canada in 1910 making his home in Alberta until last year 
when he was appointed Montreal manager of the firm of 
Clarkson, Gordon, Dilworth and Nash. In 1920 he passed 
the final examinations of the Institute of Chartered Ac- 
countants of Alberta winning the gold medal. From 1923 
to 1936 he was provincial auditor of Alberta, and during 
that time also served on a number of commissions of inquiry 
in the province. In 1930-31 he was President of the Alberta 
Institute, and on his departure for Montreal last year was 
made Fellow of the Institute. 


JOHN ALEXANDER WILSON, who writes on “Fixed Asset 
Appraisals and Accounting” was born in Peterboro, Ontario, 
and was educated in the public and high schools there. 
He entered the firm of George A. Touche & Co., chartered 
accountants, Toronto, in 1928, and in 1933 passed the final 
examinations of the Institute of Chartered Accountants 
of Ontario. 


Comments and Descriptions in Annual 
Reports of Corporations 


At this time of year it is usual for THz CaNnapian CHar- 
TERED ACCOUNTANT to publish some of the comments and 
descriptions which appear in the financial statements of 
public companies. 

The publication of such comments here from time to time is 
not necessarily to be regarded as approval of the form thereof 
by the Editorial Committee or by the Dominion Association of 
Chartered Accountants but rather as information for readers. 


1. In the consolidated balance sheet of the British Col- 
umbia Power Corporation Limited (Dominion charter) and its 
Subsidiaries are the following: 
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Current and Working Assets: 
ne rae eee Dia idagt caktew 
Accounts Receivable ............. 
Insurance Unexpired and Prepaid 
MIE 6 :s.c.pSaa\els nino ale nia dale Raw 
Employees’ Housing Loans, Mort- 
rr a re re ee 
Stores, Materials and Supplies on 
hand as determined and certified 
by responsible officials of the 
Companies, valued at averagecost ......... $ 


Property Account: 
Balance at June 30th, 1935, and 
cost of additions during the year $........... 
Less Provision for Depreciation 
Ne INE is 5 saa oak ase suas wre Khe. A Rnd wae id 


Auditors’ Report to the Shareholders: 


We have made an examination of the books and Accounts of 
the British Columbia Power Corporation Limited, and its Sub- 
sidiary Companies for the year ending June 30th, 1936, and have 
obtained all the information and explanations which we have re- 
quired. The Property Account is stated in a similar manner to 
previous years which, however, does not conform to Section 112 of 
the Dominion Companies Act 1934, which requires fuller informa- 
tion. This matter is referred to in the accompanying Report of 
the Directors in connection with the appraisal of the properties. 
Subject thereto we report that, in our opinion, the above Balance 
Sheet at June 30th, 1936, is properly drawn up so as to exhibit a 
true and correct view of the state of the affairs of the Corporation 
and its Subsidiary Companies, according to the best of our infor- 
mation and the explanations given to us and as shown by the books 
of the Companies. 


2. In the balance sheet of Canada Cement Company Lim- 


ited (Dominion charter) the following appears: 


Earned Surplus: 
Profit and Loss Account for the year end- 
ing November 30, 1936: 
PPORy CECE CO 50.0 6.6 a 30 cS te bss vaseeones Ore acs eer. 
TROOIIS THOU TAVOREMIOTIG oon i.e oo co dis ce cccbews 
Profit on Sale of Investments .................. 


Deduct: 
Bond Interest and Exchange thereon $ 
BROTRIIS TIOBIGEE oie ccc ccesccs 
Depreciation Provision ............ 
Executive Remuneration ........... 
SPUN ON Sie ve ves teen cence eee rs 
Tis I ait Ooennasiceea . AU ees SS 
Legal and other Bond Conversion 
MUU Fi Soccccsscvicctedstes 
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Provision for Dominion and Provin- 
cial Income Taxes 


Earned Surplus, November 30, 1935..$ ....... 
Adjustments in respect of prior years ‘% 


Auditors’ Report to the Shareholders: 


. We have made an examination of the books and accounts of 
Canada Cement Company Limited and its Subsidiary Companies 
for the year ending November 30, 1936, and have obtained all the 
information and explanations which we have required; and we 
report that, in our opinion, the above Balance Sheet is properly 
drawn up so as to exhibit a true and correct view of the affairs 
of Canada Cement Company Limited and its Subsidiary Com- 
panies at November 30, 1936, and that the Profit and Loss Account 
correctly sets forth the result of their combined operations before 
making full provision for Depreciation of Plant and Equipment, 
according to the best of our information and the explanations 
given to us and as shown by the books of the Companies. 


3. Following is the Auditors’ Report to the Shareholders 


of Sawyer-Massey Limited (Dominion charter) : 

We have examined the books and accounts of Sawyer-Massey, 
Limited for the year ended September 30th, 1936, and have been 
furnished with all the information and explanations required by us. 

The provision for Depreciation has been made at the amount 
which the Dominion Income Tax Authorities require for future 
income tax purposes, in a year when operations result in a loss. 

Considering the position of the Company’s business, the values 
at which the Capital Assets are carried are excessive. These ex- 
cessive values are to some extent offset by the Reserve for Con- 
tingencies of $........ 

Subject to the above qualifications, in our opinion, the attached 
Balance Sheet is properly drawn up so as to exhibit a true and 
correct view of the Company’s affairs according to the best of our 
information and the explanations given to us and as shown by the 
books. 


Fewer Business Failures in 1936 


According to a statement of the Dominion Bureau of 
Statistics, in the first nine months of 1936 commercial 
failures, which are generally recognized as a fair barometer 
of business conditions, reached a new low in Canada for 
the past fifteen years. 

The total was 908 failures, compared to 980 in the same 
period of 1935, 1,159 in 1934, 1,585 in 1933, and more than 
1,200 a year through the 1920-30 decade. 


Quebec led the provinces with 434, Ontario 291, Saskat- 
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chewan 47, Alberta 43, British Columbia 27, Manitoba 26, 
Nova Scotia 23, New Brunswick 12 and Prince Edward 
Island 5. 

Trade accounted for 411 of the total, manufactures 144, 
service 139, agriculture 89, construction 38, mining 11, pub- 
lic utilities 10, and finance 9. 


Incorporated Accountants’ Examinations 


The following are the results of the recent examinations 
of the Society of Incorporated Accountants and Auditors 
(England). The successful candidates were well distributed 
over different parts of Great Britain and Ireland. 

Candidates Candidates Percentages 


Writing Passed Successful 
TOOT ook ciccccesvas 99 49 49 
rrr 401 194 48 
Ee BERS S een Fees 324 167 52 


Housing and Building in Great Britain 

According to The Economist (London) there is still no 
sign of any falling off in building activity in Great Britain. 
The latest Ministry of Health return shows that the record 
number of 339,538 houses were built in the year ended 
September 30, 1936. There was a large increase in muni- 
cipal building during the year, and very little decline in 
building by private enterprise, as the following figures 
show :— 
Houses Provided in England and Wales in the Half-Year Ending 

March 31, 1933, and in each Subsequent Half-Year 


Number of Houses provided by 
Local Authorities Private Enterprise 


With Without With Without Total 

Half-year State State State State Number 

ending Assistance Assistance Assistance Assistance of Houses 
March 31, 1933 ...... 23,503 735 1,187 79,556 104,981 
September 30, 1933 .. 24,474 501 1,269 87,088 113,332 
March 31, 1934 ...... 29,399 1,466 1,644 120,781 153,290 
September 30, 1934 .. 20,280 2,197 937 136,965 160,379 
March 31, 1935 ...... 14,143 4,973 202 149,409 168,727 
September 30, 1935 .. 18,542 5,687 28 125,660 149,917 
March 31, 1936 ...... 27,220 908 194 146,621 174,943 


September 30, 1936 .. 36,539 217 112 127,727 164,595 
It will be seen that a high level of house-building ac- 
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tivity was still being maintained in the second six months 
of the year ended last September. The number of houses 
built by private enterprise in that six months was actually 
slightly higher than in the six months ended September, 
1935. Meanwhile, municipal building had doubled since the 
previous year, and was proceeding at the rate of 75,000 
houses a year. 


Invitation by Australian Accountants 


During the week commencing 15th March next the 
Commonwealth Institute of Accountants of Australia is 
celebrating at Sydney, New South Wales, the fiftieth an- 
niversary of its incorporation. 

The President and members of the General Council have 
kindly extended an invitation to be present to any of the 
members of the Dominion Association of Chartered Ac- 
countants likely to be in Australia at that time. 


Depreciation Studies 


A bulletin on the determination of the probable lives of 
various types of railroad, public utility and other physical 
equipment has been published by the Iowa Engineering Ex- 
periment Station as Bulletin 125, “Statistical Analyses of 
Industrial Property Retirements,” (176 pages) by Robley 
Winfrey, Research Engineer. 

The bulletin, which will be helpful to those engaged in 
depreciation studies, will be sent free of charge to all re- 
questing it by letter to the Station at Iowa State College, 
Ames, Iowa. 








OBITUARIES 


PROVINCIAL NEWS 
SASKATCHEWAN 


The following who were successful in the Final examina- 
tions of the Institute of Chartered Accountants of Saskat- 
chewan were in December admitted to membership of the 
Institute: I. E. Basin, J. H. Cook, L. S. Drummond, W. A. 
Farr, K. S. Gordon, L. F. Heyding, D. A. Shaw, R. H. Smith, 
T. G. Wilson, T. R. Wilder, A. R. Hutchinson and P. H. 
Otterdahl. 


OBITUARIES 


The Late W. G. Firstbrook 

The Institute of Chartered Accountants of On- 
tario regrets to announce the sudden passing on De- 
cember 17th last of William Gordon Firstbrook of 
Toronto while absent from the city on business. 

The late Mr, Firstbrook had been a member since 
1925 and was formerly a partner in Firstbrook, 
McLeod & Company and later Firstbrook, Monteith 
& Company with offices in Toronto and Stratford. 

To his wife and young daughter and immediate 
relatives the Institute extends sincere sympathy in 
their sad bereavement. 


The Late J. H. Stagg 

The Institute of Chartered Accountants of On- 
tario regrets to announce the death of James Hard- 
wick Stagg at his home in New York City on 3rd 
January 1987 in his fifty-ninth year. 

The late Mr. Stagg was a partner in the firm of 
Stagg, Mather & Company, chartered accountants, 
and besides being a member of the Ontario Institute 
and the Institute of Chartered Accountants in Eng- 
land and Wales was a member of the American In- 
stitute of Accountants and The New York State 
Society of Certified Public Accountants. 

Surviving him are his wife and daughter, to 
whom the Institute extends sincere sympathy. 
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The Late Alexander Whyte Goldie 


The Institute of Chartered Accountants of Sas- 
katchewan announces with regret the death at 
Regina on Sunday, 8rd January last, of Alexander 
Whyte Goldie, a Fellow of the Institute and a highly 
respected member of the profession in Saskatch- 
ewan. 


The late Mr. Goldie was born in Lewisham, Kent, 
England, in 1874. In 1906 he came to Canada and 
settled in Regina and entered the provincial audit 
department under Mr. J. C. Pope, who for many 
years was another distinguished member of the In- 
stitute. To Mr. Goldie belongs the distinction of 
conducting the first audits made outside the legisla- 
tive buildings. 


After passing the final examination of the In- 
stitute in 1910 he was admitted a member. He acted 
as treasurer of the City of Regina for the next two 
years before establishing his own practice as a char- 
tered accountant, which practice he carried on up 
to the time of his death. 


Mr. Goldie had many interests in addition to 
those of his profession. He was one of the original 
members of St. Matthew’s Anglican Church and 
served as warden for many years. As a great lover 
of music he became interested in the musical ac- 
tivities of the city, and in the tenor competition at 
the first musical festival in Regina in 1909 won 
the gold medal. He was also active in choral and 
operatic societies and for years was treasurer of the 
southern Saskatchewan musical festival. Cricket 
was his chief out-door sport and he was instrumental 
in arranging numerous inter-provincial tournaments. 


Mrs. Goldie predeceased her husband five years 
ago. To the surviving two daughters and two sons, 
Mrs. F. G. MacBean, Miss Muriel, Angus M. Goldie 
(who is also a chartered accountant) and Alexander, 
all of Regina, the Institute extends sincere sym- 


pathy. 
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431 Main Street, 
Winnipeg, Manitoba, 
December 17, 1936. 


The Editor, 
The Canadian Chartered Accountant. 


Dear Sir: 


In the issue of THE CANADIAN CHARTERED ACCOUNTANT for May 1935, 
Mr. John Parton had a very interesting article entitled “Distorted 
Terminology.” I thought he had put the word “caption” safely to 
rest for all time. 

Mr. Parton says, “The word ‘caption’ is being increasingly but 
erroneously used instead of the much more lucid and plain word 
‘heading’, probably from the tendency some people have of trying to 
find fancy words or, as Fowler expresses it, “genteelisms.” 

Later in the same article there is a quotation from Fowler’s 
“Modern English Usage” as follows: “CAPTION, in the sense title or 
heading (‘Chiefly used in U.S."—O.E.D.) is rare in British use and 
might well be rarer.” 

In the recently published volume entitled “Accounting” by Stanley 
W. Rowland, LL.B., F.C.A., lecturer in Accounting at The London 
School of Economics and The Law Society’s School of Law, I find 
the following: “The balance carried forward, being a credit, will 
naturally appear on the liability side of the balance sheet under the 
eaption of “Profit and Loss Account.” p. 117. 

Apparently the successor to the late Professor Dicksee has his 
own ideas about this terrible term “caption”, and those among your 
readers who are tempted to use it occasionally, may like to know 
that they sin in good company, 


Yours very truly, 
JoHN J. C. SHELLY. 


Eprror’s Nore: On receiving a copy of Mr. Shelly’s letter, Mr. 
Parton wrote us as follows: 


I have read this letter with very much interest, and I am 
very glad that Mr. Shelly has taken the trouble of pointing out 
the fact that even Mr. Stanley Rowland can lapse to the use of 
the word “caption” when he means “heading.” 

The only comment I feel I care to make is that if one does 
sin in good company, one still remains a sinner, and I am still 
very much in agreement with Mr. Fowler. 


JOHN PARTON. 
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BOOK REVIEW 


AUDITING 
By R. G. H. Smails, B.Sc. (Econ.), C.A. 


(Second edition, Sir Isaac Pitman ¢ Sons (Canada) Lid., Toronto, 1937, 
cloth, 523 pp., $4.00). 


This work, the second edition of one published in 1933, follows 
very closely the original method of presentation of the subject, but 
has been revised to accord with the provisions of The Companies Act, 
1934, and in the light of Canadian legal decisions rendered since the 
publication of the first edition. 

The arrangement of the subject, as in the first cdition, is excellent. 
The presentation of ideas flows in natural sequence from the general 
purposes of an audit, through the general methods of carrying out 
these purposes to the special treatment of the main forms of business 
organization. Finally, the methods of carrying out business investi- 
gations of various types are detailed, and a description given of special 
features of certain audits of businesses carrying on particular activities. 

Three appendices complete the work, the appendix containing legal 
decisions verbatim having been considerably enlarged in comparison 
with that in the first edition, by the inclusion of recent Canadian cases. 

No better description of the style of presentation can be offered 
than the author’s own prescription for auditors’ reports. It “expresses in 
a clear, concise, and interesting manner whatever has to be expressed,” 
and “it will first attract and then hold the attention of the reader.” 

The presentation of the material is clear and definite, and descrip- 
tions of procedure are in a large measure supported by sample reports 
or statements. Particularly pleasing in this regard is the description 
of the audit of a stockbroker’s accounts. 

The text is interspersed with references to particular points in 
legal decisions in order to illustrate the general principles laid down, 
and is well supplied with bibliographical footnotes as an aid to further 
reading on the subject. 

That the author did not include some reference to municipal ac- 
counts (apart from public utility accounts) in the chapter on Special 
Features of Certain Audits, is to be regretted, particularly as a de- 
cision involving the audit of a municipality is included in the Ap- 
pendix of Legal Decisions. This however is a minor omission and 
in no way mars the excellence of the work carried out. 

This book can be confidently recommended as a valuable work 
of reference, both to the practising accountant and to the student 
in accounts. 

F. R. CROCOMBE 


Toronto, 16th January 1937. 
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R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


As A RESULT of the regulations made under The Secur- 

ities Act, 1983 in the United States it has become cus- 
tomary for auditors of public corporations in that country 
to include in their report on the balance sheet (whether for 
prospectus purposes or for purposes of the annual meeting) 
a clause to the effect that the balance sheet has been 
“drawn up in accordance with accepted principles of account- 
ing consistently maintained during the period under review.” 
The auditors to a few Canadian companies (presumably 
those with a large number of shareholders in the U.S.A. 
or with extensive connections of other kinds in that country) 
have incorporated a similar clause in their reports. There 
would seem to be much to commend this practice but the 
extent to which it is voluntarily adopted during the next 
few years might be taken as an index to the desirability 
of having it made obligatory by statute. One obvious ob- 
jection to a statutory requirement of this kind is that in 
certain relatively new fields of enterprise there have not yet 
been developed any universally accepted principles of ac- 
counting. Thus in 1931 the Governing Committee of the 
New York Stock Exchange in a “Statement on Investment 
Trusts” was able to say: “Accounting practice having to 
do with income account and surplus account varies to such 
an extent as to suggest the desirability of some amplifica- 
tion of our views on this subject.” And again: “The invest- 
ment trust is relatively new to American finance, and in- 
vestment trust practice is in the early stages of a gradual 
crystallization. On this account, it seems proper to put 
forth certain general observations in the hope that in so 
doing the development of investment trust practice along 
sound lines may be advanced.” It is obvious that the in- 
vestment trust is not unique in this respect and that there- 
fore auditors would occasionally find themselves unable to 
give any certificate in regard to accepted principles of 
accounting. 
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STUDENTS’ ASSOCIATION NOTES 


QUEBEC 

The first open meeting for 1937 of the Chartered Ac- 
countants Students’ Society of the Province of Quebec was 
held in Montreal on 12th January at which time Mr. G. W. R. 
Dillon, B.A., B.C.L., trust officer of the Royal Trust Com- 
pany addressed the student body on “Wills and Executor- 
ships.” 

Mr. Frank Willcox, ©.A., of Messrs. George A. Touche 
& Company will speak to the Society on Tuesday, 16th Feb- 
ruary. The subject of his address will be “Accounting for 
Mining Companies.” 

It has been announced by the examination committee 
that Mr. C. N. Knowles, C.A., has accepted the appointment 
as chairman of the board of examiners. 

The test examinations to be held are as follows:— 
Accounting—Saturday, March 13th, 2 to 5 p.m. 
Accounting—Saturday, March 20th, 2 to 5 p.m. 
Auditing —Saturday, March 27th, 2 to 6 p.m. 


Through the courtesy of McGill University the examina- 
tions will be held in the Arts Building. 

The discussion meetings on these test examinations will 
take place in the York Room of the Windsor Hotel on Tues- 
day, the 13th, 20th and 27th April, and will be conducted by 
the chairman of the various test examination committees. 


SASKATCHEWAN 

Culminating the year’s work with Institute examina- 
tions, held in November, the Regina Chartered Accountants 
Students’ Society is pleased to announce the following mem- 
bers who were successful candidates :— 

Finalists: L. Heyding, L. Drummond, E. Basin, D. Shaw, 
K. Gordon. 

Intermediates: R. Frampton, J. Campbell, B. Moffatt, 
H, Dinsley. 

The Institute prizes for Saskatchewan were awarded to 
R. Frampton and J. Campbell. 
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DISCUSSION OF PROBLEM SOLUTIONS 


Problem II—November, 1936 


Halifax, N.S., 
December 9, 1936. 


The Editor, 
The Students’ Department. 


Dear Sir: 


The November 1986 issue of “The Canadian Chartered Accountant” 
contains a solution to Question 8, Accounting No. 2 of the Final Ex- 
amination, 1935, of the Ontario Institute. 

The problem is a “Consolidation” and states that the holding com- 
pany bought all the shares of B Co. at their book value, ten years 
ago. Investment in B Co. is shown at $200,000 and against this there 
is B Co. capital $235,710 and goodwill $25,000. By elimination to 
book value there apparently existed at the time of investment a deficit 
of $10,710. 

In the solution, there is shown when calculating goodwill with 
regard to B Co. the book value of shares at $235,710 (capital only) 
less goodwill $25,000, (the deficit at time of purchase being ignored). 
This results in a negative goodwill being arrived at of $10,710. It is 
difficult to conceive of a negative goodwill when shares are bought at 
book value, and the procedure shown presents an ultra conservative 
position. Indeed, in view of the fact that B Co. has now a surplus 
of $108,770 (plus any dividends that have been paid in the previous 
nine years), it may possibly be accepted that the company’s goodwill 
is actually worth $25,000 and that a capital surplus should be created 
to that amount. 

In the case of A Co. there is again a negative goodwill in the 

solution. As the shares in that company have been purchased grad- 
ually, and in the absence of further information as to values at times 
of purchase, the $8,000 negative goodwill may be correct. Even here 
however, for purposes of satisfying the examination problem, would 
it not be correct to eliminate the surplus of $510 at the beginning of 
the current year less minority interest of $51 (10% only, on the 
assumption that preferred dividends had been charged in arriving at 
the stated surplus) or $459 net, and to show negative goodwill at 
$8,459? (There had been no purchases of shares during the year). 
Deduction of only 10% minority interest from the surplus of $510 
is further supported by the absence of any mention of preferred 
dividends being in arrears or cumulated but not paid, but it is like- 
wise dependent on the preferred shares being cumulative at a fixed 
rate. 
In either case I am of the opinion that surplus or deficit at time 
of purchase (if the investment is carried at cost), or such accounts 
at the date of consolidation (if the investment is carried at current 
value) should be considered when eliminations for consolidation are 
being made. 


Yours very truly, 
(Signed) J. HOYLE. 
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Toronto, 23rd December 1936. 


The Editor, 
The Students’ Department. 
Dear Sir: 
Re: November 1936—Solution to Problem 


The purchase of the shares of Company B was made at book value. 
The assumption is that the net assets at the time of purchase were 
worth only $200,000, which means a negative goodwill of $35,710 
against which the goodwill $25,000 on the books is automatically off- 
set, leaving a net negative goodwill of $10,710 which may be called 
reserve for revalution of assets. 

Although the company has earnings since—which might prove that 
the goodwill has value now—we are dealing only with the time of 
purchase regardless of what happened since, and it is quite possible 
that the goodwill was worth nothing then but a large amount now. 

As regards A, negative goodwill could be shown at $8,459 if 
only one year’s figures are being considered. Probably the figures 
of the companies have been consolidated for some years and in all 
probability the surplus would be ignored in practice and the negative 
goodwill shown at $8,000. 

I am not quite clear as to the objection your correspondent has 
to the solution as published. However I believe I am right when I 
say that in an examination answer there is not required a high knowl- 
edge of technical details but an intelligent treatment of each question. 
In practice it is apparent that there is no fixed standard as yet 
attained. If a survey is made of published consolidations there is 
evident a wide difference in treatment. For example, in my files is 
a balance sheet published in 1934 which is a consolidation of a Hold- 
ing Company and its subsidiaries, and under the heading of invest- 
ments, the shares held by a subsidiary in the Holding Company are 
carried as an asset “at cost;” bonds of the holding company and 
bonds of subsidiary companies are also shown as assets “at cost,” 
instead of being eliminated. 

Yours faithfully, 


“PRACTITIONER.” 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by a practising 
chartered accountant of the Institute from whose examinations the 
problem is taken and represent his views and opinions. They are 
designed not as models for submission to the examiner but rather 
as such discussion and explanation of the problem as will make 
its study of benefit to the student. Discussion of solutions presented 
is cordially invited. 


PROBLEM I. 


THE SOCIETY OF CHARTERED ACCOUNTANTS OF THE 
PROVINCE OF QUEBEC. 


FINAL EXAMINATIONS, MAY, 1936. 
Accounting A—Question 1. 


The Revelstoke Typewriter Exchange rents its typewriters at $6 
per month payable in advance. If, at any time, the user desires to 
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purchase the machine he must pay $24 down and $12 per month 
afterwards until the price is paid. The full sale-price of $138 is 
reduced by the amount of all payments for the machine’s use made 
= the previous three months. Each machine costs the concern 

On February 1, 1935, Davis rents a typewriter from this exchange 
and on June 1 he decides to purchase it. He has paid $6 per month 
regularly in advance. On the latter date he pays $24, and $12 per 
month from July 1 on. 

Give all the entries necessary to record the above rental and sale, 
writing up the ledger accounts, and following the transaction through 
to the Profit and Loss. Show the amount of profit which the com- 
pany oo absorb for this transaction if it closes its books on 

une 30. 


SOLUTION 
1935 Cash Book Receipts 
Feb. 1 Pypewriter Rentals: «sec oe siciciescisiasices (a) $ 6.00 
March 1 Typewriter Rentals ........0.0cccc0e (b) 6.00 
Aprml 12 Typewriter Rentals .. 2.0: cc wcec ce ccc (c) 6.00 
May 1 Typewriter Rentals: 2.20.0... ccce cece (d) 6.00 
June TRV POWHIVOP RCNHIS) 6 ask oi cseiticesics cues (zg) 24.00 
$48.00 
Journal 
Dee BAG as ieee need is de iesseicceds (e) $188.00 
LO EVDOWTINCE SalOS) :..00:0:0:6:0:5,0 $138.00 
Charging him with machine at sell- 
ing price. 
June 1 Rentals Applied to Sales .......... (f) 18.00 
OM ESS, 5.4 e650 sa eisai aleiem ose 18.00 
Crediting him with reduction in 
price equal to 8 months 
rentals, 
dune 30 Typewriter Sales ......6s0ccceses (h) 188.00 
Me IPRS ood oo s:0'0:0 e505, o'¢ia'eie o's 138.00 
Crediting sales. 
TWD OO) Te sik ae ceed opens «seis (i) 18.00 
To Rentals Applied to Sales ...... 18.00 
Applying rental reduction to sales. 
RR: “Aas ic a cla svecsieieteaci ve aielero etieve's (j) 72.00 
To Typewriter Stock .......... 72.00 
Cost of Goods sold 
DUNO BO LPM, G6 siscersosis og bw ow ese eens (k) 38.40 
To Deferred Profit on Instalment 
Sales 6 months to June 30/35 38.40 
MAIC FUICO. as csc ceese $138.00 
less reduction ....... 18.00 
$120.00 
COR GL TARERING |... 6's 660'0s ue ce0e 72.00 
ME Ie cise a windsisea aes $ 48.00 
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Collected on account of Sale ....$24.00 
40% on $24.00 = $ 9.60 
40% on 96.00 = 38.40 


June 30 Trading y 
To Profit and Loss 9.60 
Net profit on sales for period 
June 30 Typewriter Rentals (m) 24.00 
To Profit and Loss 24.00 
Transfer of income from rental 


Bank 


Typewriter Rentals 
Typewriter Rentals 
Typewriter Rentals 
Typewriter Rentals 
Davis 


Typewriter Rentals 


1935 1935 
June 30 Profit and Loss (m) $24.00 Feb. 1 Bank 
March 1 Bank 
April 1 Bank 
May 1 Bank 


3388 


> 


$24.00 


Davis 


1935 1935 
June 1 Typewriter Sales June 1 Rentals to 
(e) $138.00 Sales (f) $ 18.00 
June 1 Bank  (g) 24.00 
June 30 Balance 96.00 


$138.00 $138.00 


1935 
July 1 Balance 


Typewriter Sales 


1935 1935 
June 30 Trading (h) $138.00 June 1 Davis (e) $138.00 


Rentals Applied Against Sales 


1935 1935 
June 1 Brown (e) $18.00 June 30 Trading (i) $ 18.00 


170 





STUDENTS’ DEPARTMENT 


Deferred Profit on Instalment Sales 
1935 
June 30 Trading (k) $38.40 


Trading 


1935 1935 
June 30 Rentals applied June 30 Typewriter 
to sales (i) $ 18.00 Sales (h) $1388.00 
Cost of Goods 
sold (j) 72.00 
Deferred Profit 
Instalment 
Sales (k) 38.40 
Profit & Loss: 
Gross Profit 
for period (1) 9.60 


$138.00 


Profit and Loss 


1935 

June 30 Typewriter 
Rentals (m) $24.00 
Trading: Gross 
Profit (1) 9.60 


PROBLEM II. 


THE SOCIETY OF CHARTERED ACCOUNTANTS OF THE 
PROVINCE OF QUEBEC. 


FINAL EXAMINATIONS, MAY, 1936. 


Accounting B—Question 1 


At the end of 1938, the Utilities Holding Co. acquired control 
of the Bay River Power Co., Ltd. An offer was made to all share- 
holders to purchase their shares at $135.00 per share; 80% accepted, 
and the transfer was effected and cash payment made as of Decem- 
ber 31, 1933. 

The Bay River Co., seeking to extend the market for its gener- 
ated power, had largely financed two industrial companies, and holds 
a controlling interest through stock ownership. Both of these com- 
panies are large buyers of power from the Bay River Power Co. 

The balance sheets of the Bay River Power Co. and its controlled 
companies, as at December 31, 1934, were as follows: 


Bay Alco Stelco, 
Assets River Ltd. Ltd. 
$118,760 $ 84,260 $ 43,150 
Accounts Receivable 110,115 174,200 118,160 
Inventories 82,155 47,350 
Alco, Ltd.—2,400 shares 
Steleo, Ltd.—i,700 shares 
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Advances to Subsidiaries ......... 









Bonds of Alco, Ltd. at cost ....... 92,000 
Bonds of Stelco, Ltd., at cost ..... 190,000 
Power Rights and Leases ....... 1,500,000 
Generating System and Distribut- 
METINIEED: os .Gaso5us00 sacs 866,775 
Buildings, Plant & Equipment ... 710,800 794,280 
BOGE SOIDOONG: as eisic Sse sis bauce<' 25,600 16,500 








$3,490,650 $1,077,015 $1,019,440 












LIABILITIES 











Capital Stock, $100 par ........ $2,000,000 $ 300,000 $ 200,000 
Bonds, 5%, due Jan. 1, 1955 .... 1,000,000 

Bonds, 5%, 20 yr. due Jan. 1/51.. 400,000 

Bonds, 5%, 10 yr. due July 1/40.. 600,000 
Loans, Bay River Co. ............ 125,000 78,000 
Aocounts PRVARMC 6266s sccciscsses 214,200 94,750 65,135 
POCTHED TRATWCS 2 ocieci sé veces 2,165 1,840 
A RNG oo oisos saws bGsewse sans 24,300 67,000 47,500 
Sewerve Dor WRRCS: 2.6 si skciccaes 4,800 3,840 2,655 








PS ee ee 247,350 24,310 


$3,490,650 


84,260 
$1,077,015 $1,019,440 


















An analysis of the Surplus Accounts of the Companies follows: 







Bay Alco Stelco, 

River Ltd. Ltd. 
Prout for gear AB80 4 << 2 ssecseee $ 6,240 
POOGG TOP FOOT WISE 2s vice ccciscsis $ 2,160 12,725 
PPOnNt TOL PORT WSL ice sessccese 8,175 14,870 














10,335 33,835 
Drvwends Paid 1982 .....<..6000 10,000 


10,335 23,835 
Prout for year 1988 2.036. cccacces 46,520 8,160 




























56,855 31,995 
Dividends paid 1933 ............ 18,000 10,000 








Balance, Dec. $1, 1988 ........+. $ 216,340 88,855 21,995 
Prout for year 1984 .6.0<.06 131,010 69,405 22,315 









347,350 108,260 44,310 
Dividends paid 1934 ............. 100,000 24,000 20,000 


$ 247,350 $ 84,260 $ 24,310 




















The bonds of the Alco and Stelco Coys were issued at 92 and 95 
respectively, and bond discount is being amortized on the straight- 
line method over the life of the bonds. The Bay River Co. purchased 
the bonds of these companies which it holds, and the shares, at issue. 


The Bay River bonds were issued at par. 
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Required: 

(a) Consolidated Balance Sheet of Bay River Power Co. and its 
Subsidiaries as at December 31, 1934. 

(b) Amount of Goodwill arising from purchase of Bay River 
Co. shares by the Utilities Holding Co. 

(c) The total minority interest which would appear on the Con- 
solidated Balance Sheet of the Utilities Holding Co. in respect of 
these companies, as at December 31, 1934. 


(d) Amount of profit accruing to the Utilities Holding Co. for 
the year 1934. 


SOLUTION 
Bonds of Alco & Stelco Companies 


When a company sells its bonds at any price other than par, the 
effective rate of interest is different from the coupon rate. In order 
to charge the accounts with the correct, cr effective, rate of interest, 
the discount or premium should be written off over the life of the 
bonds, thus bringing up, or down, the interest charge to the effective 
rate. This has been done by both of these companies. For instance, 
the Alco bonds were sold at 92; the original entry was, therefore: 


Cash 
Bond Discount i 
Bonds Issued $400,000 


As the bonds are 20 year, and discount is being amortized on the 
straight-line method, the annual amount written off bond discount 
would be $1,600. At Dec. 31, 1934 the bonds have run for 4 years, 
therefore 4 x $1,600 or $6,400 has been written off, leaving the bond 
discount account balance at $25,600. 


The Bay River Power Co., however, has evidently only credited 
its Profit and Loss account with the coupons actually received, as 
the bonds are still carried at original cost; it should have brought 
this income up to the effective rate, and debited the investment ac- 
counts, so that by maturity the bonds would be written up to their 
par value. As this company holds % of the Alco bonds, and 1/3 of 
the Stelco bonds, there should have been credited to Profit & Loss 
an additional $400 and $1,000 per year respectively. Or the company 
might have set up the bonds on its books as follows: 


Alco Bonds, at par 
Discount on Alco Bonds 
Cash 


Stelco Bonds, at par 200,000 

Discount on Stelco bonds 10,000 

Cash 190,000 
and then have written off the correct portion of the discount to P. 
& L. each year. Had this been done, the balances on the bond 
discount accounts at Dec. 31, 1934 would have been: $8,000 — (4 x 
$400) or $6,400; and $10,000—(4% x $1,000) or $5,500 respectively— 
which is % and 1/3 respectively of the bond discount balances 
on the Alco and Stelco books. (For the purpose of the working- 
sheet, the latter set-up is used). 


Investments in Capital Stocks: 


_ The investments have been carried at original cost, and only 
dividends received have been taken into profits. As both companies 
have only distributed a portion of their earnings, the Bay River Co. 
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has not taken up its full proportion of those earnings. The shares 
having been purchased when the companies were formed, the amount 
of profit not taken up is therefore, 80% and 85% respectively of the 
undistributed surpluses of Alco and Stelco Companies. The surplus 
of Bay River Co. should, consequently, be increased as follows; and 
the investment accounts adjusted accordingly: 


NS RE ODED bois d badass secdccwres $247,350.00 
Add: 
80% of Alco Surplus—$84,260 ............ 67,408.00 


85% of Stelco Surplus—$24,310 .......... 20,663.50 
Bond discount realized: 


Ce eg | a ea ee ee as 1,600.00 
Bielco — 246 KX BI000 cccsscccsccscsscs. 4,500.00 
$341,521.50 


Note: In consolidated balance sheet problems, particularly where 
there are minority interests, the working-sheet is very much simpli- 
fied if the investment accounts and surplus of the holding company 
are first adjusted by taking up the profits or losses of the subsidiaries 
accruing to the holding company. 

The working-sheet follows, investment accounts and surplus of 
the holding company having been adjusted in accordance with the 
above. 


Bay River Alco Stelco Eliminations Consolidated 
Pe oO Swavesdeubene $118,760.00 $ 84,260.00 $ 48,150.00 $246,170.00 
Accts. Rec. ....... 110,115.00 174,200.00 118,160.00 402,475.00 
Inventories ........ 82,155.00 47,350.00 129,505.00 
Advs. to Sub. ..... 203,000.00 $203,000.00(a) 
Power Rights, etc.. 1,500,000.00 1,500,000.00 
Gen. & Dist. System 866,775.00 866,775.00 
Bldgs., Plant & Eat. 720,800.00 794,280.00 1,505,080.00 
Alco Bonds ........ £00,000.00 100,000.00(b) 
Stelco Bonds ...... 200,000.00 200,000.00(c) 
Bond Discount ..... 25,600.00 6,400.00(d) 19,200.00 
Bond Discount ..... 16,500.00 5,500.00(e) 11,000.00 
Alco Shares ....... 307,408.00 307,408.00(f) 
Steleo Shares ..... 190,663.50 190,663.50(g) 


j—— 
$3,596,721,50 $1,077.015.00 $1,019,440.00 $1,012,971.50 $4,680,205.00 








Accounts Payable ....$214,200.00 $ 94,750.00 $ 65,135.00 $374,085.00 
Accrued Charges ..... 2,165.00 1,840.00 4,005.00 
Bills Payable ....... 24,300.00 67,000.00 47,500.00 138,800.00 
Reserve for Taxes ... 4,800.00 3,840.00 2,655.00 11,295.00 
SE sche Gaeenss se 1,000,000.00 1,000,000.00 
EL 45 5e5sb%seduoes 400,000.00 $100,000.00(b) 300,000.00 
PE: dccnansccaseses 600,000.00  200,000.00(c) 400,000.00 
Bond Discount, Alco . 6,400.00 6,400.00 (d) 

Bond Discount, Stelco. 5,500.00 5,500.00(e) 

Loans, Parent Co.... 125,000.00 78,000.00  203,000.00(a) 

Capital Stock ........ 2,000,000.00 2,000,000.00 
Surplus (Adjusted) .. 341,521.50 341,521.50 
Capital Stock ........ 300,000.00 240,000.00(f) 60,000.00M 
Surplus ........ aoe 84,260.00 67,408.00 (f) 16,852.00M 
Capital Stock 200,000.00 170,000.00(g) 30,000.00M 
Surplus ........ 24,310.00 20,663.50(g) 3,646.50M 


SS 
$3,596,721.50 $1,077,015.00 $1,019,440.00 $1,012,971.50  $4,680,205.00 
Nes ee oneeneeeomenestsneenteasmnnesoeressseoeata 
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CONSOLIDATED BALANCE SHEET AS AT DECEMBER 31, 1934 


Assets 
Current: 
NOI isis ois Sana oars S sree oie wes $ 246,170.00 
Accounts Receivable ................ 402,475.00 
PORNO 0 555 eve ccebie-cso sunie_onwid since eas 129,505.00 $ 778,150.00 
Fixed: 
Power Rights, Leases, etc. .......... 1,500,000.00 
Generating and Distributing System.. 866,775.00 
Buildings, Plant & Equipment ...... 1,505,080.00 3,871,855.00 
Deferred: 
Bond Discount of Subsidiary Companies 
RPMRIOTNUROO 5h ob sec ee cared ako 30,200.00 
$4,680,205.00 
Liabilities 
Current: 
ABCOURES PAPRINC 65555 60 xe ceicics see's $ 374,085.00 
Bere, CHAR BOS «66 55 666 658 ese.06se's 
LS osibis.eiclain's spss aw mseeien 138, 800.00 
eeerve: Tor TOROS occ. sicsccecesaes 11,295.00 $ 528,185.00 
Bonds: 
BO ee ODS 0 ose 5 Saeco ine Bivind ote wave 1,000,000.00 
PD ee Maton cts om sin sisi oe ee 300,000.00 
NOS SOGe 5. oo oa a Bie nes alesis cionleeee 400,000.00 1,700,000.00 
Minority Interests in Capital Stock and 
Surplus of Subsidiaries ............... 110,498.50 
SE INURE org ils oii oss lettre a5ers, teow nes 2,000,000.00 
NEED 5d EC Sasa W ARs eG seca easans 341,521.50 
$4,680,205.00 
(b) Net Worth of Bay River Co.—December 31, 1933. 
RINT NN oslo ors 8,5 o05 065d siete di as $ 2,000,000.00 
SUSMiUs, POF HOOKS ...icciscccscsces 216,340.00 


80% of Alco Surplus—$38,855.... 31,084.00 
85% of Stelco Surplus—$21,995.... 18,695.75 
Alco bond discount realized 3 x 400.. 1,200.00 
Stelco bond discount 342 x 1,000 .... 3,500.00 


$ 2,270,819.75 


Utilities Holding Company acquired— 
80% 


eee eee eee eee eee reese eee eeeee 


$ 1,816,655.80 


and paid therefor—16,000 shares 
Ire eee 2,160,000.00 


Goodwill Included in purchase price.. $ 343,344.20 


175 





THE CANADIAN CHARTERED ACCOUNTANT 


(c) 20% of Capital Stock and Surplus of 
Bay River Co. 
Capital Stock $ 2,000,000.00 
Surplus $41,521.50 


20% of 2,341,521.50 $ 468,304.30 


Minority Interest in Alco Company.... 76,852.00 
Minority Interest in Stelco Company.. 38,646.50 


Total Minority Interests $ 578,802.80 


(d) Bay River Company earnings, 
1934 $ 181,010.00 
Less: Dividends from Sub- 
sidiaries 86,200.00 $ 94,810.00 


Add. 80% of Alco Profit, 1934 55,524.00 
85% of Stelco Profit, 1934 18,967.75 
25% of Alco bond discount writ- 
ten off 1934 400.00 
1/3 of Stelco bond discount writ- 
ten off 1934 1,000.00 


Total Profit of Bay River Co. 1934 ....$ 170,701.75 


Accruing to Utilities Holding Com- 
pany—80% of $ 170,701.75—$136,561.40 











